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REBUILDING  AMERICA:  INVESTING  IN 
GROWTH  AND  JOBS 


TUESDAY,  NOVEMBER  16,  1993 

House  of  Representatives, 
Committee  on  Public  Works  and  Transportation, 

Subcommittee  on  Economic  Development, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  call,  at  11:05  a.m.,  in  room 
2167,  Rayburn  House  Office  Building,  Hon.  Robert  E.  Wise,  Jr. 
(chairman  of  the  subcommittee)  presiding. 

Mr.  Wise.  I  want  to  thank  everyone  for  attending.  I  would  like 
to  call  this  hearing  of  the  Subcommittee  on  Economic  Development 
of  the  Committee  on  Public  Works  and  Transportation  to  order. 

I  am  joined  by  our  Ranking  Member,  Ms.  Molinari  of  New  York; 
the  Subcommittee's  Vice  Chair,  Mr.  Blackwell  of  Pennsylvania;  Mr. 
Hamburg  of  California  and  other  Members  who  may  be  joining  us. 

I  want  to  thank  the  witnesses  for  being  here. 

Let  me  say  that  while  all  attention  today  focuses  on  NAFTA  and 
the  vote  tomorrow,  I  suspect  that  in  a  few  months  the  subject  that 
our  witnesses  are  talking  about  is  going  to  be  consuming  not  only 
this  committee  but  this  Congress. 

What  we  are  talking  about  is  growth  in  American  jobs,  and  eco- 
nomic growth  in  relation  to  infrastructure. 

Technically,  this  recession  ended  in  March  1991.  Yet,  30  months 
later,  the  Nation's  economy  limps  along,  growing  somewhat  but  not 
at  the  rate  that  anyone  thinks  is  particularly  healthy. 

I  have  a  sense  that  there  is  going  to  be  a  need  to  look  at  in- 
creased growth  measures  following  the  turn  of  the  year,  particu- 
larly as  some  of  the  contractionary  effects  of  the  Deficit  Reduction 
Package  enacted  in  August  begin  to  take  hold. 

I  note  also  that  while  there  is  improvement  in  our  Gross  Domes- 
tic Product  growth  during  the  last  few  months,  it  is  considerably 
less  than  the  average  rate  of  6  percent  following  four  previous  re- 
cessions since  World  War  II. 

We  all  know  the  title  "jobless  recovery."  I  know  that  in  my  State 
of  West  Virginia,  a  dubious  headline  a  few  weeks  ago  was  that 
West  Virginia  was  now  only  49th  in  unemployment,  exceeded  by 
California. 

Nobody  takes  pleasure  in  someone  else's  pain  and  the  irony  to 
this  statement  is  that  if  California  is  now  leading  the  Nation  in  un- 
employment, that  says  something  about  our  overall  economy  and 
problems  that  it  is  facing. 

The  outlook  may  not  be  getting  much  better.  The  rate  of  unem- 
ployment remains  flat,  currently  at  6.8  percent  nationally,  with 
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many  States  having  much  higher  rates  continuing  to  go  up  not 
down. 

We  also  see  structural  changes  in  our  economy  that  change  the 
jobs  we  are  creating.  In  the  last  year  alone,  almost  450,000  people 
have  been  laid  off  as  a  result  of  corporate  downsizing,  at  the  same 
time,  losing  270,000  manufacturing  jobs.  Sixty  percent  of  new  jobs 
are  in  three  industries:  Health  care,  restaurants  and  bars,  with 
waitresses  and  bartenders  averaging  $5.33  an  hour. 

The  purpose  of  this  hearing  and  my  hope,  I  might  ask  the  sub- 
committee, is  to  conduct  similar  hearings  over  the  next  few 
months,  to  begin  to  develop  the  record  and  to  begin  developing  the 
case  for  a  more  concerted  growth  strategy  for  our  Nation. 

As  I  say,  it  would  be  my  hope  in  this  subcommittee,  in  working 
with  our  full  committee,  we  could  be  putting  together  legislation 
that  could  be  considered  some  time  in  January  or  February,  when 
the  Congress  returns.  I  would  hope  that  we  could  all  work  together 
to  develop  a  consensus  on  some  of  those  measures. 

I  thank  the  witnesses  for  the  time  they  have  taken. 

I  turn  now  to  Ms.  Molinari  for  any  opening  remarks  she  may 
wish  to  make. 

Ms.  Molinari.  Thank  you,  Mr.  Chairman. 

Just  very  briefly,  I  want  to  thank  you  for  holding  this  hearing, 
Mr.  Chairman.  I  support  my  distinguished  colleague  in  his  purpose 
of  initiating  this  hearing  today;  to  explore  ways  that  public  invest- 
ment can  best  pay  off  in  terms  of  jobs  and  the  long-term  economic 
growth  for  our  country. 

I  have  always  been  supportive  of  innovative  ways  to  encourage 
infrastructure  investment  to  create  jobs  and  spur  economic  growth, 
because  this  accomplishes  two  things:  Number  one,  obviously,  it 
puts  a  certain  sector  back  to  work;  Number  two,  in  the  long-term 
it  saves  money  by  making  necessary  improvements  to  infrastruc- 
ture that  need  to  be  done  anyway. 

In  other  words,  these  are  not  just  "make  work"  jobs.  These  are 
jobs  that  will  save  society  an  awful  lot  of  money  in  the  long-term. 

Today,  as  you  stated,  our  economy  is  struggling  to  recover.  There 
are  many  Americans  who  are  unemployed  and  see  no  relief  to  their 
economic  problems  in  sight. 

As  Labor  Secretary  Robert  Reich  stated  recently,  "Even  if  you 
have  a  job,  your  chance  of  not  having  that  job  a  year  or  two  from 
now  is  increasing,  and  that  is  not  just  for  blue-collar  workers. 
There  is  a  great  degree  of  job  insecurity  these  days,  no  matter 
where  you  are  in  the  corporation,  than  we  have  seen  at  any  time 
in  post-World  War  II  era." 

The  national  unemployment  rate  is  at  6.8  percent,  but  in  my  dis- 
trict, the  rate  has  maintained  itself  above  the  national  average  and 
is  currently  at  8.6  percent  in  Staten  Island  and  9.5  percent  in 
Brooklyn. 

So,  I  am  clearly  reminded  every  day  when  I  do  get  home  to  the 
district,  that  unemployment  is  a  problem  that  continues  to  occur  in 
all  facets  of  our  community. 

It  is  my  hope  today  that  after  listening  to  the  presentations  by 
the  members  of  the  panel  and  after  a  continuing  series  of  these 
hearings  to  focus  in  on  this  issue,  that  we  will  be  more  informed 
of  methods  to  create  jobs  and  increase  government  investment  in 


our  private  infrastructure  without  increasing  the  deficit  in  the 
long-term. 

I  want  to  especially  thank  all  those  Members  and  witnesses  who 
came  today  to  join  in  this  debate.  It  is,  as  you  have  stated,  perhaps 
one  of  the  most  important  debates  facing  the  Nation,  although  per- 
haps the  rest  of  the  United  States  Congress,  the  White  House  and 
the  media  have  not  quite  caught  on  until  after  the  NAFTA  vote  in 
the  House  on  Wednesday. 

I  yield  back  the  balance  of  my  time  and  again  welcome  our  wit- 
nesses. 

Mr.  Wise.  I  thank  the  gentlewoman. 

I  want  to  announce  that  the  Ranking  Member  and  I  have  de- 
clared by  all  the  power  vested  in  us,  that  this  is  a  sanctuary  from 
any  NAFTA  appeals;  no  lobbying,  telephone  calls,  White  House  or 
other  overtures  will  be  permitted  during  the  course  of  this  hearing. 
It  is  a  sanctuary. 

I  now  turn  to  the  Vice  Chair  of  our  Subcommittee,  Mr.  Blackwell, 
for  any  opening  remarks. 

Mr.  Blackwell.  Mr.  Chairman,  this  is  probably  one  of  the  most 
important  issues  that  will  face  this  country  in  the  next  10  or  15 
years.  Just  this  Sunday,  we  announced  the  Homeless  and  Hunger 
Awareness  Week  in  America,  National  Hunger  and  Homeless 
Awareness  Week. 

A  lot  has  to  do  with  the  fact  that  we  just  do  not  have  jobs  for 
Americans  and  while  we  are  talking  about  NAFTA,  we  should  be 
talking  about  the  infrastructure  of  America.  America  is  falling 
apart  and  nobody  is  paying  attention  to  it.  They  often  equate  us 
with  Japan  and  these  other  countries  that  were  rebuilt,  like  Japan 
and  Germany,  who  were  bombed  to  the  ground  during  the  war. 

Now  America  has  been  bombed  domestically  because  they  have 
the  compassion  and  the  loyalty  to  sacrifice  while  we  fought  com- 
munism all  over  the  globe  and  while  we  policed  other  countries. 
Now  that  that  is  over,  there  are  those  of  us  who  believe  we  should 
come  back  home  and  spend  some  money  to  rebuild  America. 

There  are  those  who  will  just  ignore  it.  They  want  to  reduce  the 
defense,  but  they  won't  reduce  the  deficit  and  misery  in  this  coun- 
try as  though  Americans  did  not  exist. 

So  I  believe  this  is  more  important  than  NAFTA.  I  am  not  wor- 
ried about  rebuilding  Mexico.  I  am  worried  about  rebuilding  Amer- 
ica. I  want  Mexico  to  work,  but  I  am  an  American  first. 

That  is  what  is  wrong  with  this  country.  We  are  forgetting  about 
who  we  are  and  what  we  are  and  we  are  forgetting  about  the  sac- 
rifices that  America  has  made  to  make  this  the  great  country  that 
it  is. 

So  this  is  the  beginning  of  something  I  hope  will  continue  until 
we  reach  that  point  where  we  decide  not  that  Americans  will  get 
jobs  through  this  free  trade  agreement  after  the  next  10  years,  the 
next  decade,  but  what  is  happening  to  America  right  now,  getting 
Americans  off  the  street,  get  rid  of  the  soup  lines,  rebuild  America 
and  then  we  can  talk  about  how  we  are  going  to  do  business  with 
other  countries. 

I  commend  you  for  holding  this  hearing.  I  hope  that  we  will  stir 
enough  interest  to  wake  America  up  and  make  them  realize  that 


we  are  being  trampled  on  after  having  sacrificed  for  so  long  to 
make  this  a  free  world. 

Thank  you,  Mr.  Chairman. 

[Mr.  Blackwell's  prepared  statement  follows:] 

Statement  of  Congressman  Lucien  E.  Blackwell 

Mr.  Chairman,  this  hearing  captures  the  most  important  issue  confronting  this 
Congress  and  this  nation. 

The  tension  between  Federal  investments  in  core  infrastructure  and,  more  impor- 
tantly, human  capital,  as  opposed  to  the  effort  to  reduce  the  deficit,  has  given  rise 
to  the  most  important  debate  in  this  century. 

This  debate  will  come  to  full  form,  once  again,  when  we  face  the  vote  this  week 
on  the  Rescission  bill,  H.R.  3400,  and  even  more  sharply,  when  we  face  the  Penny- 
Kasich  amendment  to  that  bill. 

The  $108  billion  in  savings  projected  to  come  from  the  elimination  of  some 
252,000  Federal  jobs,  through  agency  and  other  cutbacks  may  not  resolve  our  eco- 
nomic problems  if  we  do  nothing  about  the  stagnant  job  situation. 

Last  month,  unemployment  in  America  crept  up  to  6.8  percent,  an  increase  from 
the  level  in  September.  And,  unemployment  in  Philadelphia,  the  city  I  represent, 
continues  to  be  higher  than  the  national  average.  At  some  point,  we  must  turn  our 
attention  to  job  creation  and  job  development  and  get  beyond  this  job  reduction 
mentality. 

I  look  forward  to  the  testimony  of  the  witnesses.  We  are  at  a  critical  stage  in  this 
nation's  history. 

Mr.  Wise.  Thank  you. 

The  gentleman  from  the  Wisconsin,  Mr.  Barca. 

Mr.  Barca.  Thank  you,  Mr.  Chairman. 

I  don't  have  any  prepared  remarks.  I  wanted  to  at  least  comment 
that  I  am  also  very  enthusiastic  about  this  hearing  and  future 
hearings  to  come  on  this  topic. 

As  a  Member  of  the  State  Legislature  in  Wisconsin  for  many 
years,  my  favorite  committee  assignment  was  the  Economic  Devel- 
opment Committee.  Wisconsin  has  had  considerable  success,  I  say 
with  pride,  in  terms  of  having  one  of  the  lower  unemployment  rates 
in  our  country.  I  think  it  was  due  in  large  part  to  our  economic 
strategies. 

I  think  one  of  the  most  important  things  we  can  do  as  a  Nation 
is  to  provide  job  opportunities  for  our  young  people.  Just  last  Fri- 
day in  one  of  my  larger  communities  in  my  district,  in  the  commu- 
nity of  Beloit,  we  had  a  community  summit  on  economic  develop- 
ment. During  that  period,  we  took  time  out  to  take  a  tour  of  some 
of  the  neighborhoods;  in  one  of  the  neighborhoods  we  stopped  at  a 
youth  center.  There  was  a  young  adult  who  had  been  undergoing 
alcohol  and  drug  abuse  treatment. 

Repeatedly,  we  heard  from  them  that  one  of  the  contributing  fac- 
tors of  their  being  involved  in  alcohol  and  drugs  was  the  lack  of  op- 
portunity they  thought  faced  them  in  the  future.  One  youth  in  par- 
ticular just  said,  if  there  is  one  thing  you  can  do  for  me,  is  just  give 
me  a  job.  Provide  me  an  opportunity.  I  will  make  a  better  life  for 
myself. 

It  is  very  compelling  when  you  hear  those  kinds  of  statements 
and  you  realize  unfortunately  that  there  is  a  dearth  of  job  opportu- 
nities for  young  people  today.  I  think  one  of  the  most  important  ob- 
ligations a  country  has  to  the  people  is  to  provide  them  with  oppor- 
tunities. The  way  you  do  that  is  through  providing  them  a  job. 

So,  Mr.  Chairman,  I  look  forward  to  hearing  the  testimony  today 
and  other  testimony  we  are  going  to  receive.  I  think  this  indeed  is 


perhaps  the  most  important  topic  we  can  confront  as  Members  of 
Congress. 

Mr.  Wise.  I  appreciate  the  gentleman's  remarks.  There  is  no  bet- 
ter program  than  a  job. 

The  gentleman  from  California,  Mr.  Hamburg. 

Mr.  Hamburg.  I  wanted  to  thank  the  witnesses  for  coming  here 
today  and  thank  you  for  holding  this  hearing.  When  you  told  me 
on  a  Floor  a  couple  of  weeks  ago  that  you  were  going  to  do  this, 
I  was  very  enthusiastic  at  that  point  because  I  have  been  working 
with  a  group  of  Members  of  the  Public  Works  and  Transportation 
Committee,  even  some  Members  of  the  Senate  who  have  voiced 
their  concerns  about  the  jobless  recession  and  the  need  to  really 
move  forward  with  an  infrastructure  program. 

One  of  the  documents  that  I  have  become  familiar  with  as  we 
move  forward  on  this  is  a  document  prepared  by  the  Jerome  Levy 
Economics  Institute  of  Bard  College.  I  am  very  glad  to  have  Mr. 
Levy  here  to  discuss  the  issues  around  investment  and  economic 
growth  and  how  that  can  help  lift  the  Nation  at  a  time  when  I 
think  we  desperately  need  a  lift. 

Also,  I  have  had  an  opportunity  over  time  to  become  familiar 
with  the  writings  of  Mr.  Thurow,  his  magazine  articles,  his  partici- 
pation in  many  seminars  with  the  Economic  Policy  Institute  and 
other  organizations. 

Mr.  Thurow,  the  committee  is  very  privileged  to  have  you  here 
today. 

I  am  also  looking  forward  to  the  testimony  of  Dr.  Mudge  and  Dr. 
Ooms. 

So,  Mr.  Chairman,  again  I  thank  you  very  much  for  doing  this. 
I  think  this  Economic  Development  Subcommittee  and  our  full 
committee  really  should  be  the  focal  point  for  the  kind  of  infra- 
structure investment  program  that  we  need. 

Finally,  I  would  like  to  ask  unanimous  consent  to  submit  my 
written  statement  for  the  record. 

Mr.  Wise.  Without  objection. 

[Mr.  Hamburg's  prepared  statement  follows:] 


DAN  HAMBURG 


j"kio.»  Congress  of  tfje  ®niteb  States 

MERCHANT  MARI 

Jfyou&t  of  &epregentatiue£f  """""""ir. 

Saashmgton,  SC  20515 

OPENING  STATEMENT  OF  DAN  HAMBURG 

SUBCOMMITTEE  ON  ECONOMIC  DEVELOPMENT 

November  16,  1993 

Thank  you,  Mr.  Chairman,  for  holding  this  hearing  on  job  creation  and 
infrastructure  investment. 


I  ran  for  Congress  on  a  platform  of  change:  a  change  in  the  role  that  the 
government  was  playing  in  the  economy;  a  change  from  a  government  standing  on 
the  sidelines  to  a  government  in  partnership  with  business  promoting  a  vital 
economy. 

The  United  States  is  truly  in  a  new  economy.    In  the  post-Cold  War  world, 
military  investment  is  no  longer  the  primary  driving  force.    Nowhere  is  this  more 
evident  than  in  my  state  of  California,  where  defense  cutbacks  require  a 
fundamental  shift  in  the  state's  economic  base. 

But  we  cannot  simply  "prime  the  pump".    A  quick-fix  cash  infusion  is 
neither  economically  feasible  nor  likely  to  be  successful. 

Neither  can  we  rely  solely  on  low  interest  rates  to  create  good  jobs. 
Although  interest  rates  are  at  their  lowest  point  in  twenty  years,  good  jobs  are  not 
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being  created.    The  "recovery"  we  hear  so  much  about  has  created  2  million  jobs; 
yet  50%  of  them  are  part-time  and  temporary  positions.    Only  well-paying 
permanent  jobs  with  health  care  benefits  will  instill  confidence  in  consumers  and 
jump  start  the  flagging  economy  nationwide. 

Investment  in  our  infrastructure  will  both  create  jobs  and.  re-establish  the 
basis  for  a  competitive  edge  in  the  world  economy.    Our  highway  system  is  key 
to  the  transportation  of  goods  to  ports  and  points  of  exit  from  the  United  States. 
Yet,  235,000  miles  of  our  federal  highways  need  repair.    How  long  can 
maintenance  be  deferred  before  our  systems  crumble?   We  must  invest  in  our 
country  if  we  expect  to  compete  in  a  global  economy. 

We  face  a  grand  challenge:    to  improve  the  lives  of  our  citizens  at  a  time 
when  funds  are  scarce  and  people's  confidence  in  government  is  at  an  all-time 
low.    In  this  effort,  we  must  explore  all  alternative  methods  for  financing 
investment  to  create  good  jobs  while  promoting  competition  through  infrastructure 
improvements.   This  effort  truly  requires  a  new  vision. 

I  am  excited  to  hear  from  this  panel  today.    I  look  forward  to  an  intriguing 
and  thought-provoking  discussion  of  job-creating  investment  in  non-traditional 
ways. 
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Mr.  Wise.  The  gentlewoman  from  Utah,  Ms.  Shepherd. 

Ms.  Shepherd.  I  will  add  my  voice  and  welcome  these  very  im- 
portant economists  to  this  hearing.  I  believe  this  is  the  most  impor- 
tant issue  that  faces  this  Congress  and  this  economy  this  year  and 
next  and  perhaps  into  the  future.  This  is  what  we  need  to  learn 
to  do  well  and  to  learn  how  government  can  do  it  well.  I  am  not 
sure  we  have  ever  done  it  well. 

Mr.  Wise.  I  thank  the  gentlewoman. 

I  will  turn  to  the  gentleman,  Mr.  Franks,  for  any  remark  he 
might  wish  to  make. 

Mr.  Franks.  I  have  no  statement,  Mr.  Chairman. 

Mr.  Blackwell.  Mr.  Chairman,  I  ask  unanimous  consent  to  sub- 
mit my  remarks. 

Mr.  Wise.  Anyone  who  wishes  to  submit  opening  statements  for 
the  record,  they  will  be  entered  without  objection. 

[Mr.  Costello's  prepared  statement  follows:] 


JERRY  F.  COSTELLO 

12TH  DISTRICT    ILLINOIS 


Congress  of  the  ftniteb  &tate£ 

Ihouzc  of  IRcprcscntatitJce 
SBaefiington,  BC  20515-1312 


BUDGET 
PUBLIC  WORKS  AND  TRANSPORTATION 
SCIENCE.  SPACE.  AND  TECHNOLOGY 


OPENING  STATEMENT 

HONORABLE  JERRY  F.  COSTELLO 

SUBCOMMITTEE  ON  ECONOMIC  DEVELOPMENT 

COMMITTEE  ON  PUBLIC  WORKS  AND  TRANSPORTATION 

HEARING  ON  REBUILDING  AMERICA:   INVESTING  IN  GROWTH  AND  JOBS 

NOVEMBER  16,  1993 


Mr.  Chairman,  thank  you  for  calling  today's  hearing  on  the 
current  state  of  our  nation's  economy  and  the  need  for  further 
infrastructure  investment  in  our  economy  to  encourage  job  growth. 
As  the  representative  from  Southern  Illinois,  a  depressed  area  of 
our  country,  I  am  very  interested  in  pursuing  this  subject. 

My  Congressional  District's  unemployment  rate  is 
considerably  higher  than  the  national  average  of  6.8  percent. 
Several  major  employers  have  gone  out  of  business  in  recent  years 
leaving  hundreds  of  people  unemployed  with  no  options  to  turn  to 
for  employment.   This  type  of  situation  coupled  with  the 
devastating  effects  of  the  Clean  Air  Act  on  the  coal  industry  in 
Southern  Illinois  has  made  the  extent  of  the  recession  much 
harsher  in  the  region. 

I  believe  it  is  important  for  the  Congress  to  act  to 
encourage  job  creation  to  help  save  our  communities.   One  way  the 
Congress  can  act  is  to  encourage  infrastructure  investment. 
Studies  have  shown  that  infrastructure  investment  impacts 
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positively  on  private  sector  output,  investment  and  employment. 
There  are  obvious  needs  in  all  areas  of  our  nation's 
infrastructure:   highways,  transit,  aviation,  wastewater 
treatment  facilities  and  drinking  water  supply.   It  is  my  view 
that  a  significant  public  investment  in  these  areas  of  need  will 
help  to  encourage  job  growth  and  improve  the  economic  situation 
facing  our  nation. 

Again  Mr.  Chairman,  thank  you  for  your  leadership  on  this 
issue.   I  look  forward  to  hearing  the  testimony  that  will  be 
presented  by  the  expert  witnesses  who  have  gathered  before  this 
subcommittee . 
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[Mr.  Clyburn's  prepared  statement  follows:] 

Opening  Statement 
Representative  James  E.  Clyburn 

Subcommittee  on  Economic 
Development  Hearing  on  Rebuilding 
America:  Investing  in  Growth  and  Jobs. 
November  16,  1993 
11:00  A.  M. 

Mr.  Chairman,  distinguished  members  of  the 
panel  who  have  come  here  today  to  testify,  I  would 
like  to  thank  you  for  organizing  this  hearing  on 
"Rebuilding  America:    Investing  in  Growth  and 
Jobs."    As  a  Member  of  Congress  from  one  of  the 
most  economically  disadvantaged  districts  in  this 
country,  I  am  eager  to  hear  your  thoughts  and 
recommendations  on  how  we  can  create  jobs  through 
additional  investments  in  our  infrastructure. 

Roads,  bridges,  water  and  sewer  facilities 
provide  immediate  employment  and  long  term 
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economic  development.     In  keeping  with  this 
philosophy,    I  am  currently  trying  to  work  with 
officials  in  South  Carolina  to  see  that 
a  new  interstate  highway  authorized  by  ISTEA  is 
constructed  through  the  county  in  my  district 
which  consistently  has  the  highest  unemployment  in 
the  State,  currently  15%.    I  feel  strongly  that 
Williamsburg  County  will  directly  benefit  by  this 
targeted  investment.    The  criteria  in  ISTEA 
stipulates  that  infrastructure  investment  should 
have  as  its  priority,  economic  development,  and  I 
would  like  to  see  this  expanded  to  include 
economic  development  in  the  areas  where  the  need 
is  greatest,  not  just  in  the  areas  where  the  best 
grant  and  proposal  writers  are  hired. 

Again,  I  commend  the  Chairman  for  calling 
this  hearing,  and  I  look  forward  to  the  testimony 
from  this  group  of  distinguished  economists. 
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Mr.  Wise.  At  this  time,  I  would  like  to  ask  the  witnesses  to  come 
forward.  I  think  we  have  a  quite  distinguished  panel,  Mr.  David 
Levy,  the  Vice  Chair  and  Director  of  Forecasting  for  the  Jerome 
Levy  Economic  Institute  of  Bard  College  in  New  York,  Dr.  Richard 
Mudge,  the  Cofounder  and  President  of  Apogee  Research,  a  public 
works  consulting  firm  located  in  Bethesda,  Maryland.  No  stranger 
at  all  the  Congress  of  the  United  States,  actually  none  of  these  wit- 
nesses is,  but  certainly  Dr.  Van  Ooms,  Van  kept  many  of  us  on  the 
Budget  Committee  on  the  straight  and  narrow  for  many  years,  or 
at  least  he  did  the  best  he  possibly  could  under  tough  cir- 
cumstances. 

Finally,  the  noted  author  and  Professor  of  Management  and  Eco- 
nomics at  the  Massachusetts  Institute  of  Technology,  Dr.  Lester 
Thurow. 

Dr.  Thurow,  I  understand  you  have  a  engagement  coming  up,  so 
I  would  ask  if  you  would  testify  first  and  then  we  will  proceed  with 
the  rest  of  the  panel. 

TESTIMONY  OF  LESTER  C.  THUROW,  PROFESSOR  OF  MANAGE- 
MENT AND  ECONOMICS,  MASSACHUSETTS  INSTITUTE  OF 
TECHNOLOGY,  SLOAN  SCHOOL  OF  MANAGEMENT,  CAM- 
BRIDGE, MA;  DAVID  A.  LEVY,  VICE  CHAIRMAN  AND  DIREC- 
TOR OF  FORECASTING,  THE  JEROME  LEVY  ECONOMICS  IN- 
STITUTE OF  BARD  COLLEGE,  MOUNT  KISCO,  NY;  RICHARD  R. 
MUDGE,  PRESIDENT,  APOGEE  RESEARCH,  INC.,  BETHESDA, 
MD;  AND  VAN  DOORN  OOMS,  SENIOR  VICE  PRESIDENT  AND 
DIRECTOR  OF  RESEARCH,  COMMITTEE  FOR  ECONOMIC  DE- 
VELOPMENT, WASHINGTON,  DC 

Mr.  Thurow.  I  think  when  you  are  looking  at  the  issue  you  are 
looking  at,  you  are  in  fact  looking  at  the  central  issue  in  the  United 
States,  which  is  not  deficit  reduction,  not  health  care,  not  NAFTA, 
but  how  do  you  go  back  to  an  economy  that  generates  a  good  job 
for  everybody.  I  think  you  need  to  make  a  very  careful,  sharp  dis- 
tinction between  current  cyclical  problems  and  long-run  secular 
trends. 

If  you  are  in  the  Public  Works  Committee,  I  think  you  ought  to 
focus  on  curing  those  long-run  secular  trends. 

I  would  like  to  read  you  two  sets  of  numbers  which  I  think  are 
the  heart  of  the  American  dilemma.  Then  the  question  is  how  you 
put  together  a  strategy  that  turns  these  numbers  around. 

Both  sets  of  numbers  come  from  the  United  States  Census.  The 
first  set  of  numbers  is,  if  you  look  at  the  wages  of  male  workers 
between  1973  and  1992,  and  you  look  at  fully  employed  males,  so 
we  are  not  talking  about  the  unemployed.  You  are  talking  about 
people  who  work  8  hours  a  day,  5  days  a  week,  52  weeks  a  year. 

The  question  is  what  happened  to  the  wages  of  these  men  over 
that  almost  two-decade  period  of  time.  I  will  read  the  numbers 
quintile  by  quintile,  starting  with  the  poorest  quintile  and  working 
up.  Remember,  everybody  in  the  group  I  am  talking  about  is  fully 
employed.  There  is  no  unemployment  among  this  group. 

The  bottom  quintile  over  that  19-year  period  of  time,  wages  after 
correcting  for  inflation,  falls  23  percent.  Next  quintile,  falls  21  per- 
cent. Next  quintile,  falls  15  percent.  The  next  quintile,  falls  10  per- 
cent, and  all  the  wage  gains  in  the  last  20  years  among  fully  em- 
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ployed  males  went  to  the  top  20  percent  of  the  population.  That  is 
the  structural  problem  that  you  have  to  change. 

I  have  one  other  number.  This  is  the  number  which,  if  I  could 
crawl  into  Bill  Clinton's  brain  and  tattoo  something  in  the  front  of 
his  mind  that  he  had  to  look  at  every  morning  when  he  woke  up, 
is  the  number  I  would  tattoo.  The  census  had  been  doing  some 
comparisons  between  1980  and  1990.  One  of  the  comparisons  they 
did,  after  correcting  for  inflation,  was  look  at  young  people  18  to 
24  years  of  age,  ones  who  were  fully  employed,  not  the  unemployed, 
the  people  working  full-time,  a  full-year,  all  year. 

The  question  they  asked  was  how  many  of  these  young  people 
can  work  all  year  long  and  not  make  more  than  $12,195  in  a  full 
year  of  work  in  1990  dollars?  The  reason  they  picked  that  number 
is  that  it  is  approximately  halfway  between  the  poverty  line  for  a 
family  of  three  and  a  family  of  four.  So  if  you  work  full-time  and 
cannot  make  that  sum  of  money,  society  is  basically  saying  you 
could  never  support  a  family,  which  is  a  rather  devastating  thing 
to  say  to  a  young  man  or  young  woman. 

Back  in  1980,  if  we  first  look  at  young  men,  18  percent  of  the 
young  men  18  to  24  years  of  age  working  full-time,  full-year,  could 
not  earn  that  sum  of  money  which,  of  course,  meant  that  82  per- 
cent did. 

But  what  do  you  think  happened  to  that  18-percent  number  in 
the  next  10  years?  In  the  next  10  years,  rose  to  40.  It  rose  to  40. 
For  young  women,  the  percentages  rose  from  29  percent  to  48  per- 
cent. 

In  fact,  for  high-school  educated  young  Americans  income-earn- 
ing communities  have  collapsed  in  the  next  decade  and  I  don't 
think  the  word"  collapsed"  is  too  strong. 

The  issue  here  is  how  do  you  turn  that  around.  If  you  think 
about  turning  it  around  I  think  there  are  three  issues,  one  of  which 
is  central  to  this  committee,  but  what  this  committee  does  won't 
work  unless  the  other  two  things  are  done  at  the  same  time. 

The  first  is  in  the  modern  industrial  world  in  the  21st  Century 
you  have  to  have  a  growth  strategy  for  how  you  are  going  to  cap- 
ture some  of  the  high-wage,  growing  industries  that  are  out  there 
in  the  world  economy,  as  opposed  to  having  them  go  somewhere 
else  in  the  world. 

You  can  construct  your  own  list  of  what  these  industries  are,  but 
let  me  read  to  you  the  list  that  the  Japanese  constructed  and  put 
in  their  document  called  'The  Vision  for  the  1990s,"  which  was  the 
industries  that  Japan  felt  were  the  most  important  to  concur. 

The  way  they  calculated  these  industries  was  to  say  what  indus- 
tries have  high-value  added,  because  only  a  high-value  added  in- 
dustry can  pay  high  wages  and  high  profits.  What  industries  are 
expected  to  have  a  rapid  rate  of  growth  and  productivity,  because 
those  are  the  industries  that  will  generate  rising  earnings? 

What  industries  have  a  high  income  elasticity  of  demand,  which 
is  economic  jargon  for  markets  are  going  to  expand  rapidly  and 
there  are  going  to  be  lots  of  jobs? 

Finally,  what  industries  had  complementaries,  which  means  if 
you  conquer  industry  "A,"  you  will  conquer  industry  "B." 

Anyway,  after  about  a  half  a  decade  of  study,  they  came  to  the 
conclusion  that  the  following  seven  industries  were  the  key  list.  I 
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will  read  you  the  names:  Microelectronics,  biotechnology,  the  new 
material  science  industries,  telecommunication,  civilian  aviation 
manufacturing,  machine  tools,  plus  robotics;  computers,  plus  soft- 
ware. 

The  interesting  thing  about  that  list,  of  course,  is  they  are  all 
brain-power  industries.  These  industries  have  no  natural  geo- 
graphic home.  They  could  be  on  the  moon  as  far  as  that  is  con- 
cerned. They  are  going  to  be  the  place  where  somebody  organizes 
the  brain  power  to  capture  them  as  a  society. 

If  you  say,  why  is  biotechnology  an  American  success  story?  The 
simple  answer  is  the  National  Institutes  of  Health  put  $25  billion 
dollars  into  that  industry  over  a  20-year  period  of  time  before  any- 
body else  knew  it  was  an  industry,  and  there  is  a  Ph.D.  in  bio- 
technology in  the  United  States  for  every  one  found  elsewhere  in 
the  rest  of  the  world. 

I  think  one  of  the  problems  you  have  to  think  about  is  a  strategy 
for  capturing  some  of  these  high-growth  industries  and  the  key 
place  where  that  is  going  to  make  a  difference  is  how  do  we  build 
a  civilian  R&D  strategy  to  replace  the  military  R&D  strategy  we 
have  had  in  the  past.  You  will  see  it  at  my  institution,  MIT.  We 
have  a  budget  of  $1.2  billion  dollars,  $400  million  is  education, 
$800  million  is  research  and  exactly  half  the  research  money  comes 
from  the  Defense  Department  or  the  military  parts  of  the  Energy 
Department,  and  for  the  last  two  or  three  years  that  is  shrinking 
at  the  rate  of  10  percent  a  year. 

When  this  is  all  done,  all  our  major  research  universities  will 
doing  about  half  as  much  research  as  they  were  doing  when  the 
military  complex  was  alive  and  well. 

One  of  the  big  issues  we  have  here  is  how  are  you  going  to  put 
together  a  competitive  civilian  R&D  establishment  that  will  com- 
pete with  the  rest  of  the  world?  During  the  discussion  period,  I 
would  like  to  tell  you  about  the  strategies  in  the  rest  of  the  world 
for  capturing  each  of  these  industries.  But  the  important  thing 
here  is  to  understand  that  they  do  have  a  strategy  and  these  indus- 
tries are  not  going  to  pop  up  on  a  laissez  faire  basis.  They  are  going 
to  pop  up  because  people  are  working  very  hard  on  them. 

For  example,  if  you  take  the  European  project  called  Prometheus, 
the  Europeans  have  a  series  of  projects,  mostly  with  Latin  or  Greek 
names,  which  are  designed  to  capture  some  of  these  industries. 
Prometheus  is  the  project  to  build  an  accident  avoidance  system 
which  would  make  it  impossible  to  have  a  car  wreck  because  if  you 
started  to  run  into  something  a  computer  would  take  over  the  car 
and  stop  you  from  doing  it. 

Now  the  question,  of  course,  is  suppose  European  cars  had  such 
a  device  and  American  cars  did  not.  Whose  car  would  you  buy? 
There  is  an  obvious  answer  to  that  thing.  That  project  is  a  good 
example  of  how  you  try  and  concur  industry  "A,"  in  that  case,  an 
accident  avoidance  system,  which  will  then  let  you  conquer  indus- 
try "B"  automobiles  because  it  will  allow  you  to  build  a  superior 
car. 

The  second  place  where  you  have  to  put  together  a  strategy  is 
a  skill  strategy.  If  you  say  why  did  these  80  percent  of  males  have 
falling  wages  in  the  United  States,  economists  argue,  but  there  are 
essentially  two  explanations  and  both  are  partly  true.  Probably 
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technology  is  moving  more  in  a  skill-oriented  direction  than  it  has 
in  the  1950s  and  1960s.  But  the  other  answer  is  what  economists 
know  as  "factor  price  equalization."  A  simple  way  to  think  about 
it  is,  why  should  I  pay  an  American  high  school  graduate  more 
than  a  Chinese  college  graduate?  There  is  no  reason  in  the  modern 
global  economy  for  doing  that  unless  the  American  high  school 
graduate  can  offer  me  some  special  skills. 

When  you  think  about  those  skills,  it  is  partly  a  problems  of  K 
through  12  education  and  it  is  partly  a  problem  of  building  a  post- 
secondary  education  system  for  those  young  Americans  who  don't 
go  to  college,  which  is  75  percent  of  the  total. 

Everywhere  else  in  the  industrial  world,  people  have  such  a  sys- 
tem. The  German  apprenticeship  training;  the  French  1  percent  of 
sales  system;  the  Singapore  Bonding  system.  It  is  not  really  a  ques- 
tion of  whose  system  is  better,  but  having  a  system  in  a  society 
which  does  not  have  a  system  at  all. 

The  third  part  of  having  economic  growth  is  what  is  central  to 
your  committee,  the  question  of  do  you  have  world-class  infrastruc- 
ture. I  think  the  place  to  start  on  this  is  with  what  the  private 
business  community  knows  as  "benchmarking."  That  is  that  you 
commit  our  society  to  create  infrastructure  which  is  as  good  or  bet- 
ter than  that  elsewhere  in  the  world.  You  do  that  by  starting  out 
and  looking  at  the  performance  standards  that  the  rest  of  the  world 
is  achieving. 

We  won't  do  it  exactly  the  way  they  do  it,  but  we  have  to  meet 
those  performance  standards  in  the  modern  global  economy.  I  think 
in  both  the  public  and  private  sector  in  the  United  States,  we  have 
gotten  out  of  the  habit  in  the  last  50  years  of  looking  at  the  rest 
of  the  world  saying  we  have  to  match  their  performance  standards 
and  then  doing  that.  You  could  take  a  leadership  position  if  you  do 
that  in  the  infrastructure  area. 

I  think  it  is  no  accident,  if  you  look  at  American  economic  his- 
tory, we  had  big  bursts  of  economic  growth  after  we  would  have  a 
big  infrastructure  development.  You  can  see  it  in  the  railroad  era, 
when  the  railroads  suddenly  opened  up  America  in  new  ways;  you 
can  see  it  in  the  era  after  telephones  and  radio,  which  opened  up 
communication  in  new  ways;  you  can  see  it  in  the  era  after  the 
Interstate  Highway  System. 

Some  studies  have  found  that  a  very  significant  fraction  of  Amer- 
ica's productivity  growth  in  the  1960s  can  be  traced  back  to  the 
Interstate  Highway  System  which  allowed  you  to  distribute  goods 
faster,  more  efficiently.  The  productivity  showed  up  in  the  private 
economy  but  the  public  economy  had  a  big  impact  on  it  through  the 
Interstate  Highway  System. 

One  of  the  issues  you  have  to  deal  with  is  the  acronym  NIMBY, 
"not  in  my  backyard."  My  perception  here  is  we  have  created  a  so- 
ciety where  nobody  can  do  infrastructure  with  a  vision  because  we 
say  we  can't  do  anything  in  anybody's  backyard. 

We  want  prisons,  but  "not  in  my  backyard."  We  want  electrical 
power  plants  but  "not  in  my  backyard."  We  want  electrical  power 
plants  but  "not  in  my  backyard."  We  want  good  transportation  sys- 
tems but  "not  in  my  backyard."  We  want  electricity,  but  we  "don't 
want  lines  in  my  backyard." 


17 


In  some  way,  the  political  process  has  got  to  get  over  the  NIMBY 
syndrome,  otherwise  the  answer  is  we  are  whistling  in  the  wind 
and  we  are  not  going  to  do  anything  with  vision. 

So  I  would  urge  you  basically  on  your  infrastructure  things,  don't 
think  of  individual  projects  but  think  of  something  with  a  vision 
which  you  can  put  together,  like  the  Interstate  Highway  System, 
where  it  may  take  you  20  years  to  do  it,  but  in  that  20  years  you 
are  putting  together  pieces  so  at  the  end  you  have  a  puzzle  with 
a  picture  as  opposed  to  just  a  random  set  of  puzzle  pieces. 

Now,  just  to  start  the  benchmarking  exercise,  if  you  look  at  what 
the  rest  of  the  world  is  doing  and  we  are  not  doing,  there  are  two 
places  the  rest  of  the  word  is  working  very  hard  and  we  are  doing 
nothing.  One  is  the  issue  of  high-speed  rail,  when  you  have  towns 
between  100  to  300  miles  a  part.  I  would  argue,  too,  if  you  want 
to  put  it  bluntly,  there  are  only  two  possibilities.  Everybody  else  in 
the  industrial  world  is  building  high-speed  rail,  even  in  places  like 
between  Singapore  and  Malaysia.  Japan,  Europe — Europe  will 
eventually,  in  a  20-year  period  of  time,  get  every  major  European 
city  connected  with  high-speed  rail. 

There  are  two  possibilities:  Those  people  are  stupid  and  wasting 
a  lot  of  money  or  we  are  stupid  in  not  doing  it.  There  isn't  any 
other  conclusion  here. 

I  think  the  answer  is  we  are  stupid  not  doing  it.  You  see  it  very 
clearly  in  Boston.  Massachusetts  is  going  to  put  about  $10  billion 
into  improving  the  access  to  Logan  Airport.  For  $10  billion,  we 
could  build  a  high-speed  rail  link  into  New  York  City  and  we  won't 
need  to  improve  the  access  to  Logan  Airport.  But  people  say,  be- 
cause of  NIMBY,  you  cannot  straighten  the  track  and  therefore  you 
could  never  do  high-speed  rail. 

You  just  can't  accept  that  as  a  constraint.  You  have  to  find  some 
way  around  that  so  you  can  do  some  of  these  projects. 

Any  of  you  who  have  not  ridden  on  the  high-speed  rail  trains 
around  the  world,  the  tilt  trains  and  all  those,  ought  to  go  do  it 
because  it  gives  you  a  real  sense  of  what  the  future  will  be  in  the 
rest  of  the  world. 

The  basic  purpose  is  not  to  have  nice  transportation  from  one 
city  to  another,  but  to  make  the  metropolitan  areas  more  efficient 
economically  and  better  places  to  produce  and  distribute  goods  and 
services,  and  to  cut  transportation  time  and  costs  between  major 
urban  areas. 

I  was  recently  in  Germany  at  the  Rail  Network.  They  will  tell 
you  that  they  have  done  their  economic  studies.  If  two  cities  are 
less  than  100-miles  apart,  basically  the  right  way  to  connect  them 
is  roads  and  if  two  cities  are  more  than  300-miles  apart  the  right 
way  to  connect  them  is  airplanes  and  if  two  cities  are  between  100 
and  300-miles  apart  the  right  way  to  connect  them  is  high-speed 
rail.  Then  the  question  is  how  to  get  it  organized  so  it  happens. 

The  second  place  where  everybody  else  in  the  world  is  doing 
something  and  we  are  still  talking  as  opposed  to  doing  is  the  issue 
of  building  the  electronic  highway  of  the  future. 

Most  other  major  countries  have  set  deadlines  as  to  when  they 
will  have  the  country  completely  wired  with  fiber  optics.  In  Singa- 
pore, it  is  2005.  In  Japan  it  is  2015.  They  may  not  meet  their  dead- 
line, but  they  have  a  deliberate  program  and  policy  for  systemati- 
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cally  doing  it  and  completing  it  just  like  we  did  the  Interstate 
Highway  System. 

If  you  look  at  also  the  Germans,  because  of  East  Germany  they 
are  taking  a  leadership  position  because  the  Germans  in  some 
sense,  and  East  Germany  had  a  choice,  they  could  do  everything 
on  the  cheap  or  they  could  do  it  right. 

For  example,  on  the  telephone  system,  if  you  did  it  with  copper 
wires,  they  could  have  wired  East  Germany  for  $700  a  household. 
But  instead  they  decided  to  do  it  with  fiber  optics  at  $3,000  a 
household  which  was  the  right  choice  because  it  is  going  to  give 
them  18  million  people  on  a  fiber  optics  test  bed  when  the  rest  of 
the  world  isn't  even  wired,  is  in  the  electronic  caveman  era,  and 
the  problem  is  there  are  a  whole  set  of  products,  some  which  I 
could  show  you  at  MIT,  that  are  "on-the-shelf,"  that  could  be  used 
tomorrow  morning  if  the  highway  existed.  They  will  never  be  used 
if  the  highway  doesn't  get  built. 

One  of  the  problems  is  that  nobody  knows  what  products  and 
services  the  public  wants  until  you  can  test  that  on  a  real  highway. 

For  example,  if  you  look  at  the  light  bulb,  the  people  got  it  com- 
pletely wrong  in  the  beginning.  At  the  beginning  the  light  bulb  was 
seen  as  a  fire  prevention  device  for  wooden  ships  because  the  wood- 
en ships  with  lanterns  in  storms  often  burned  down.  Initially,  light 
bulbs  were  something  that  would  have  a  very  limited  use  in  the 
merchant  marine  to  prevent  these  accidents. 

We  all  know  the  light  bulb's  purpose  was  to  turn  night  into  today 
and  significantly  change  the  way  we  do  things.  But  they  got  it 
wrong  at  the  beginning.  I  don't  think  there  is  any  way  that  indus- 
try can  guess  what  people  are  going  to  want  on  this  electric  high- 
way. But  here  again  you  only  have  two  choices.  The  rest  of  world 
is  smart  to  build  an  electric  highway  or  the  rest  of  the  world  is 
dumb  to  build  an  electric  highway.  Depending  on  what  you  thing 
the  rest  of  the  world  is  doing,  then  on  the  other  side  we  are  the 
opposite. 

I  guess  my  bottom  line  is  I  think  the  real  place  to  start  here  is 
with  this  benchmarking  exercise  and  then  to  come  up  with  a  vision 
and  you  cannot  let  your  vision  be  completely  ruined  by  the  NIMBY 
syndrome,  because  my  reading  in  this  area  is  if  you  take  the  20 
years,  we  have  not  been  spending  enough  money  on  these  basic  in- 
frastructure projects. 

The  more  important  thing  is  what  money  we  have  been  spending 
is  being  spent  without  a  vision.  At  the  end  you  will  have  something 
like  the  Interstate  Highway  System  or  you  will  have  something  like 
your  major  close-together  cities  linked  up  with  high  speed  rail,  as 
opposed  to  just  having  a  pot  hole  here  or  a  pot  hole  there  filled  up. 

Thank  you,  Mr.  Chairman. 

Mr.  Wise.  Next,  will  be  Mr.  David  Levy,  Director  of  Forecasting 
for  The  Jerome  Levy  Economics  Institute  of  Bard  College. 

Mr.  Levy.  Mr.  Chairman,  I  want  to  thank  you  and  the  Members 
of  the  subcommittee  for  the  opportunity  to  testify.  The  Jerome  Levy 
Economics  Institute  has  been  working  since  1990  on  concepts  to 
overcome  the  economic  challenges  of  this  decade  with  a  heavy  em- 
phasis on  infrastructure  spending.  So  I  am  very  gratified  to  be  here 
this  morning. 
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My  statement  reflects  my  own  research  as  well  as  that  of  the  In- 
stitute's permanent  staff,  visiting  scholars,  associates  and  con- 
ference participants,  who,  in  keeping  with  the  Institutes's  non- 
partisanship,  represent  a  broad  range  of  viewpoints. 

Increased  infrastructure  spending  in  the  middle  1990s  makes 
enormous  sense  for  four  reasons:  First,  to  improve  safety  and  the 
quality  of  life;  second,  to  heighten  our  national  competitiveness, 
and  I  think  the  Competitiveness  Policy  Council  has  been  very  out- 
spoken on  this  point;  third,  to  improve  the  fiscal  soundness  of  Fed- 
eral financial  activity;  and  fourth,  of  particular  importance,  to  stim- 
ulate growth  and  job  creation. 

To  reduce  unemployment  and  underemployment,  we  first  must 
recognize  that  the  economy's  problems  during  the  early,  middle  and 
perhaps  the  latter  1990s  are  more  profound  and  much  more  endur- 
ing than  a  simple  recession.  In  fact,  they  transcend  the  business 
cycle.  We  are  in  a  period  of  "depressed  private  fixed  investment," 
the  result  of  chronic  overcapacity,  excessive  debt  and  related  finan- 
cial problems. 

This  overcapacity  is  evident  everywhere  from  the  half-vacant  of- 
fice buildings  to  underutilized  chemical  plants,  from  empty  air- 
plane seats  to  shuttered  storefronts.  The  all  too  familiar  symptoms 
have  been  a  dearth  of  business  expansions,  ubiquitous  downsizings, 
restructurings,  and  permanent  job  eliminations,  and  the  growth 
rate  so  far  in  the  1990s  that  is  the  worst  of  any  decade  since  the 
1930s. 

What  do  overcapacity  and  weak  investment  have  to  do  with  jobs? 
The  link  between  investment  and  prosperity  is  powerful,  direct  and 
noncontroversial. 

When  investment  booms,  so  do  profits,  employment  and  growth. 
When  it  slumps,  as  during  the  1990s,  and  businesses,  workers  and 
output  all  suffer.  Investment  in  private  structures  and  equipment 
remains  exceedingly  weak  by  the  standards  of  the  post- World  War 
II  period. 

Net  private  fixed  investment,  which  is  our  measure  of  how  much 
we  are  adding  each  year  to  our  private  stock  of  housing, 
nonresidential  buildings  and  business  equipment — net  private  fixed 
investments  averaged  over  6  percent  of  GDP  from  1947  all  the  way 
to  1989  and  was  never  below  4  percent  of  GDP,  except  at  the  bot- 
tom of  the  1982  recession  when  it  fell  almost  to  3  percent. 

In  the  1990s,  we  have  been  down  to  2  percent,  and  even  after 
two  and  a  half  years  of  recovery  net  private  fixed  investment  is 
only  a  hair  over  3  percent  of  GDP — on  par  with  where  we  were  at 
the  bottom  of  the  1982  recession.  So  we  have  a  real  problem  with 
private  fixed  investment. 

The  cyclical  recovery  that  we  have  been  experiencing,  uneven 
and  unsatisfactory  though  it  has  been,  would  have  been  far  worse, 
in  fact  it  would  not  even  have  happened,  had  it  not  been  for  a  huge 
fiscal  boost  from  the  U.S.  Government. 

The  deficit,  whatever  our  concerns  about  it,  is  a  great  stabilizer 
of  the  economy,  and  it  is  offsetting  weakness  in  private  investment 
by  providing  another  kind  of  stimulus. 

The  economy  is  presently  too  beset  with  private  sector  problems 
to  sustain  satisfactory  growth  without  a  large  fiscal  stimulus. 
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Thus,  there  is  danger  ahead.  As  deficit  reduction  impacts  the 
economy  in  the  first  half  of  next  year  a  sharp  slow  down  is  highly 
probable  and  recession  is  a  serious  possibility. 

The  widespread  expectation  that  lower  interest  rates  are  going  to 
offset  this  effect  is  ill-founded,  as  indicated  by  a  number  of  impor- 
tant pieces  of  research,  most  recently  by  Steven  Fazzari  in  a  work 
published  by  the  Levy  Institute. 

We  need  to  protect  the  economy  from  the  impact  of  deficit  reduc- 
tion in  1994,  and  we  need  to  provide  a  sustained  stimulus  to  bridge 
the  remaining  years  of  retrenchment  in  private  investments.  I 
hardly  need  to  comment  on  the  political  climate  for  deliberate,  ad- 
ditional deficit  spending  in  this  period. 

Now,  as  you  all  are  well  aware,  spending  on  public  works  would 
not  even  be  considered  deficit  spending  if  we  had  a  proper  account- 
ing system,  which,  of  course,  we  don't.  That  is  what  we  have  to  live 
with  for  now. 

Fortunately,  a  new  infrastructure  program  can  still  be  an  answer 
to  the  dilemma:  "How  can  we  increase  fiscal  stimulus  while  reduc- 
ing the  federal  deficit?" 

Expenditures  for  public  transportation,  water  and  waste  facilities 
are  uniquely  suited  to  a  program  being  developed  at  the  Levy  Insti- 
tute that  could  solve  this  conundrum. 

The  central  concept  is  to  offer  States  and  local  governments  a 
new  subsidy  for  infrastructure  in  a  manner  that  will  have  little  im- 
pact on  the  deficit.  Instead  of  the  federal  government  offering  a 
lump-sum,  up-front  subsidy,  it  would  commit  to  reimbursing  State 
and  local  governments  for  the  interest  they  pay  on  the  bonds  they 
use  to  finance  the  construction  projects.  Thus,  the  Federal  share 
would  be  spread  over  the  lifetime  of  the  new  investment  projects, 
just  as  it  would  be  if  the  government  adhered  to  Generally  Accept- 
ed Accounting  Principles. 

A  group  headed  by  the  Institute's  president,  Ned  Regan,  the 
former  Comptroller  of  New  York  State,  has  employed  this  interest 
reimbursement  concept  in  a  proposal  for  a  one-time,  last-chance 
program  of  sharply  reducing  deferred  maintenance.  The  program 
would  be  highly  "pork-resistant."  It  could  be  implemented  quickly 
without  environmental  impact  studies  and  other  delays,  and  it 
would  be  an  effective  stimulus  to  the  economy  and  job  creation. 

Finally,  the  proposal  would  require  bond  companies  to  assure 
that  the  work  done  in  rebuilding  the  infrastructure  would  not  be 
lost  through  neglect  of  maintenance  in  the  future. 

Spending  for  construction  or  rebuilding  needed  infrastructure  is 
as  clear  a  case  of  public  investment  as  exists.  Unlike  other  expendi- 
tures it  provides  a  tangible  stream  of  benefits  over  a  readily  esti- 
mated number  of  years. 

Revitalizing  our  infrastructure  makes  great  sense  because  it  is 
not  a  mere  "jobs"  program,  although  it  would  be  extraordinarily  ef- 
fective in  creating  jobs.  In  addition,  it  would  also  increase  the  na- 
tion's wealth  and  quality  of  life,  improve  productivity  and  heighten 
national  competitiveness. 

Americans  are  rightfully  demanding  that  the  government  act  re- 
sponsibly and  in  accordance  with  the  country's  long-term  interest. 
But  in  reality,  and  here  I  concur  with  Professor  Thurow,  the  meas- 
ure of  how  well  we  serve  our  children  and  grandchildren  is  not  the 
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size  of  the  Federal  debt  but  their  health,  their  education,  the  clean- 
liness of  their  environment  and  the  safety,  efficiency  and  inter- 
national combativeness  of  their  infrastructure. 

Thank  you,  Mr.  Chairman. 

Mr.  Wise.  Thank  you,  Mr.  Levy. 

Our  next  witness  will  be  Dr.  Richard  Mudge,  President  of  Apogee 
Research  in  Bethesda,  Maryland. 

Mr.  Mudge.  Thank  you. 

My  name  is  Dr.  Richard  Mudge.  I  am  President  of  the  Apogee 
Research,  a  public  works  consulting  firm  that  specializes  in  eco- 
nomics, finance,  and  policy  research. 

Prior  to  founding  Apogee,  I  served  as  Chief  of  the  Public  Invest- 
ment Unit  of  the  Congressional  Budget  Office. 

In  thinking  about  infrastructure,  the  first  thing  that  I  believe  is 
worthwhile  saying  is,  what  is  "not"  the  problem?  The  problem  is 
not  "America  in  Ruins."  While  the  physical  condition  of  much  of 
our  public  works  certainly  could  be  better,  with  the  important  ex- 
ception of  some  of  our  urban  areas,  this  problem  does  not,  I  believe, 
threaten  our  economic  or  social  well-being. 

The  "America  in  Ruins"  paradigm  that  was  most  popular  in  the 
early  1980s  encourages  several  misleading  perceptions: 

First  the  focus  is  on  huge  amounts  of  money.  $3  trillion  is  usu- 
ally the  minimum  required  to  play  the  needs  game,  a  number  so 
massive  as  to  be  beyond  any  hope  of  solution.  By  emphasizing  a 
long  list  of  projects,  it  perpetrates  the  image  of  public  works  as 
pork  barrel. 

Third,  an  emphasis  on  engineering  cost  estimates  provides  no 
sense  of  the  real  reasons  that  we  want  infrastructure,  that  is  the 
economic,  health,  or  life-style  benefits  that  infrastructure  provides. 

Fourth,  because  the  focus  is  on  fixing  up  existing  investments,  it 
encourages  a  mindset  that  does  not  encourage  new  ways  to  solve 
problems. 

Given  this,  what  are  the  major  dimensions  of  our  public  works 
problem? 

First,  it  is  part  of  a  general  shortfall  in  capital  investment.  Very 
simply,  economic  output  is  a  function  of  capital,  labor,  and  the 
availability  of  natural  resources.  Given  the  limited  extent  of  new 
natural  resources  to  be  discovered  and  exploited  and  the  predict- 
able growth  in  our  available  labor  force,  the  productivity  with 
which  we  use  our  resources  remains  the  one  key  determinant  of 
economic  growth  that  we  can  influence. 

In  recent  decades,  the  rate  of  growth  in  U.S.  productivity  has 
lagged  significantly  behind  what  we  achieved  in  previous  genera- 
tions and  more  importantly  behind  that  of  our  major  industrial 
competitors.  The  United  States  has  averaged  about  1  percent  a 
year  increase,  Western  Germany  around  2  percent  and  Japan 
about  3  percent  a  year,  in  recent  decades. 

The  key  force  behind  this  slower  rate  of  growth  appears  to  be  the 
lower  rate  of  capital  investment,  the  flip  side  of  a  higher  rate  of 
consumption.  This  decline  in  capital  spending  is  not  limited  to  just 
the  private  sector.  The  public  sector  has  also  reduced  its  relative 
level  of  investment  in  public  capital. 

Transportation  investment,  for  example,  has  dropped  from  1.3 
percent  of  GNP  in  the  early  1960s,  to  less  than  0.8  percent  today. 
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Indeed  if  you  look  at  the  net  capital  assets  in  the  U.S.  in  certain 
parts  of  transportation,  there  was  a  period  in  the  late  1970s  and 
early  1980s  when  we  physically  disinvested  in  our  system. 

The  primary  conclusion  is  that  we  need  to  do  more.  How  much 
more  and  what  type  of  more  is  less  obvious.  In  fact,  more  of  the 
same  is  not  necessarily  the  answer. 

Second,  I  believe  that  the  link  between  transportation  and  the 
private  economy  is  grossly  underestimated.  Classic  evaluation  tools 
of  economists,  comparison  of  costs  and  benefits,  underestimates  by 
very  significant  amounts  the  economic  benefits  that  good  public 
works  provide  to  the  private  sector. 

Firm-level  case  studies  show  that  the  relationship  between  trans- 
portation and  productivity  is  robust  and  widespread,  covers  most 
major  industries,  every  region  of  the  country,  and  all  modes  of 
transportation.  Indeed  transportation  improvements  appear  to  lead 
to  a  chain  reaction  of  effects  that  improve  productivity. 

The  effects  include:  Reducing  bottlenecks  in  production  and  man- 
agement; adding  flexibility  to  what  gets  produced  and  how  this  is 
accomplished;  improving  access  to  labor;  and  permitting  greater 
specialization  of  corporate  functions. 

In  fact,  I  believe  transportation  is  as  much  an  engine  for  private 
sector  growth  today  as  it  has  been  throughout  U.S.  history.  In  fact, 
much  of  the  work  we  have  done  shows  the  fastest  growing  indus- 
tries are  those  that  depend  on  good  transportation  the  most. 

Third,  in  looking  to  the  future  the  focus  should  be  on  how  well 
we  provide  services  and  not  how  much. 

Today's  world  of  international  competitiveness  depends  more  on 
quality  of  service  than  on  bulk.  Indeed,  the  key  characteristics  of 
growth  appears  to  be  those  industries,  whether  they  are  service  or 
manufacturing,  in  which  you  can  reduce  cycle  time.  Reduced  cycle 
time  depends  on  high  quality  transportation. 

What  are  the  answers?  I  am  a  fan  of  ISTEA.  I  believe  that 
ISTEA  provides  a  formal  framework  that  recognizes  many  trends 
that  have  been  underway  for  years  and  encourages  others  that  are 
relatively  new.  While  the  scale  and  extent  of  these  changes  has  dis- 
turbed some  in  the  transportation  community,  overall  the  act  rep- 
resents a  major  positive  step  forward.  It  is  not  a  full  solution,  how- 
ever. 

In  particular,  ISTEA  is  not  a  financial  solution.  Overall,  it  pro- 
vides a  marginal  increase  in  spending  at  best.  Recent  history  at  the 
State  level  shows  the  public  is  often  willing  to  pay  higher  user  fees 
is  there  is  a  prospect  for  improved  services. 

ISTEA  itself  also  encourages  the  public  and  private  toll  roads, 
State  transportation  banks,  and  a  range  of  other  innovations.  How 
fast  and  to  what  extent  State  and  local  governments  take  advan- 
tage of  these  new  options  will  be  a  key  factor  in  determining  the 
success  of  our  infrastructure  programs  over  the  next  decade. 

ISTEA  also  largely  ignores  a  national  vision  for  infrastructure, 
and  this,  I  think,  is  very  important.  The  consensus  of  most  trans- 
portation economists  during  the  70s  and  80s  was  that  the  large  na- 
tional systems  were  built  and  that  the  remaining  transportation 
decisions  were  almost  exclusively  local  or  regional. 

As  such  there  was  a  limited  need  for  a  national  program.  The 
Federal  Highway  Program  in  particular  has  begun  to  look  a  lot  like 
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revenue  sharing.  As  a  result,  what  greater  equity  exists  in  the  allo- 
cation of  funds  among  the  States  also  means  these  funds  are 
spread  across  a  large  number  of  small  and  medium-sized  projects. 

Large-scale  projects  such  as  new  bridges  or  tunnels  and  new 
beltways  are  increasingly  difficult  to  fund,  and  perhaps  even  more 
importantly,  difficult  to  gain  local  support  for. 

While  the  wisdom  of  large  projects  can  and  should  be  debated  on 
their  merits,  at  the  present,  they  are  often  effectively  ruled  out  be- 
forehand. The  lack  of  Federal  help  in  this  area  is  a  significant 
change  from  past  policy. 

One  option  that  has  been  discussed  is  some  form  of  a  national 
transportation  bank  that  would  provide  the  seed  capital  for  large- 
scale  projects,  thus  allowing  States  to  continue  more  typical  trans- 
portation programs  with  existing  funds. 

Particularly,  innovations  need  to  be  encouraged.  ISTEA  contains 
much  potential  in  terms  of  new  technologies,  with  IVHS  being  a 
prime  example,  and  financing  tools.  The  Federal  Government  needs 
to  encourage  this  era  of  experimentation. 

The  traditional  financial  mechanisms  worked  so  well  for  so  many 
decades  that  it  will  take  some  time  and  some  education  to  imple- 
ment change.  We  need  new  financial  institutions  that  will  provide 
the  framework  for  future  growth.  A  key  word  here  is  "institution," 
since  a  wrong  framework  will  itself  hinder  adequate  funding.  Few 
financial  tools  are  truly  new,  but  the  rationale  for  implementing 
them  may  be  new.  In  my  opinion,  the  goals  for  any  new  instrument 
should  combine:  Independence  from  the  Federal  budget  process;  the 
ability  to  leverage  large  sums  of  money,  public  or  private,  and  help 
that  will  encourage  local  communities  to  face  the  multi-year  organi- 
zational and  political  battles  needed  to  make  major  capacity  addi- 
tions. 

One  such  option  is  revolving  loan  funds.  Revolving  loan  funds 
have  been  a  tried  and  true  tool  of  infrastructure  finance  for  more 
than  30  years.  Every  State  in  the  Nation  has  one  or  more  such 
funds  in  place  today.  By  allowing  States  to  use  Federal  funds  as 
loans,  ISTEA  opens  the  door  toward  these  new  mechanisms.  Today 
these  loans  must  be  used  for  toll  facilities,  however.  Ideas  have 
been  proposed  to  make  this  more  flexible,  and  some  States  have 
passed  legislation  that  would  allow  them  to  take  advantage  of  any 
changes.  In  sum,  a  mechanism  such  as  a  revolving  loan  fund  pro- 
vides three  major  benefits. 

First,  it  provides  more  money. 

Second,  it  provides  more  money  for  large  scale  projects. 

Third,  and  perhaps  most  importantly,  it  provides  an  institution 
that  will  help  change  the  time  frame  over  which  we  think  about 
our  infrastructure.  Thank  you  for  the  opportunity  to  testify  today. 
I  would  be  happy  to  respond  to  any  questions. 

Mr.  Wise.  Thank  you,  Dr.  Mudge,  for  your  helpful  suggestions. 

Our  final  witness  is  Dr.  Van  Doom  Ooms,  Senior  Vice  President 
and  Director  of  Research  of  the  Committee  for  Economic  Develop- 
ment. 

I  always  appreciated  his  advice  when  I  had  a  chance  to  serve  on 
the  Budget  Committee,  and  he  was  there  as  well. 

Mr.  Ooms.  Thank  you,  Mr.  Chairman. 
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It  is  a  pleasure  to  testify  before  the  Subcommittee  for  Economic 
Development.  I  would  like  to  summarize  my  statement  and  submit 
the  entirety  for  the  record. 

The  Committee  for  Economic  Development  is  a  nonpartisan,  non- 
profit, research  and  educational  organization  whose  250  trustees 
are  business  and  educational  leaders.  CED  prepares  national  policy 
statements  and  tries  to  inform  policymakers,  the  business  commu- 
nity and  the  public  on  a  wide  set  of  economic  policy  issues. 

CED  was  founded  51  years  ago  to  address  issues  of  economic  de- 
velopment after  World  War  II  and  has  continued  a  strong  and  ac- 
tive interest  in  this  subject,  so  it  is  a  pleasure  to  testify  today  be- 
fore the  Subcommittee  on  Economic  Development. 

Let  me  note  first  that  CED  does  not  normally  lobby  specific  legis- 
lative proposals.  The  policy  positions  it  takes  as  an  organization 
are  contained  in  the  policy  statements  approved  by  the  CED  Re- 
search and  Policy  Committee.  I  will  attempt  to  distinguish  between 
the  views  of  the  Committee  for  Economic  Development  and  those 
that  are  personal. 

Your  invitation  invited  comments  on  both  the  current  conditions 
of  the  economy  and  the  prospects  for  longer-term  economic  growth. 

1  will  discuss  these  in  turn. 

The  U.S.  economy  is  now  two-and-a-half  years  into  the  slowest 
and  most  difficult  business  cycle  recovery  in  postwar  history.  Al- 
though the  1990-1991  recession  was  of  about  average  depth  by 
postwar  standards,  the  extraordinarily  sluggish  recovery  has  left 
the  U.S.  economy  operating  about  3  to  4  percent  below  its  produc- 
tive capacity,  even  though  that  capacity  now  grows  at  only  about 

2  percent  annually,  see  figure  1. 

A  number  of  factors  have  been  responsible  for  this  very  slow  re- 
covery: Large  debt  burdens  accumulated  by  corporations,  house- 
holds and  governments  during  the  1980s;  overbuilding  of  commer- 
cial real  estate;  sharp  fiscal  retrenchment  by  State  and  local  gov- 
ernments, reacting  in  part  to  burgeoning  health  costs.  Two  addi- 
tional factors,  however,  appear  to  have  played  especially  important 
roles:  One,  during  late  1991  and  1992,  productivity  increases  ac- 
counted for  virtually  all  the  small  increase  in  output,  while  employ- 
ment remained  flat,  preventing  the  rise  in  incomes  that  would  give 
self-sustaining  momentum  to  the  recovery.  This  gave  rise  to  discus- 
sions of  both  a  "jobless  recovery"  and  a  restoration  of  the  strong 
productivity  growth  missing  from  our  economy  for  20  years. 

For  better  or  worse,  since  a  painful  short-term  trade-off  between 
jobs  and  productivity  is  involved,  both  speculations  seem  pre- 
mature. 1993  has  shown  less  unimpressive  productivity  perform- 
ance and  more  strength  in  the  labor  market,  with  nonfarm  payroll 
gains  averaging  over  150,000  per  month  during  1993. 

The  second  major  factor  is  the  end  of  the  Cold  War,  and  the  dif- 
ficult U.S.  fiscal  position,  have  produced  a  sharp  reduction  in  Fed- 
eral purchases,  especially  in  defense.  It  is  not  widely  understood, 
except  perhaps  in  California  and  New  England,  that  the  weakness 
of  total  demand  during  this  recovery  has  been  related  much  more 
to  public  than  the  private  purchases. 

While  real  GDP  during  this  recovery  has  grown  at  only  about 
half  the  average  rate,  domestic  private  final  sales  consumption, 
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business  investment  and  residential  construction,  have  grown  at  al- 
most 80  percent  of  the  average  of  previous  recoveries. 

However,  Federal  purchases  have  contracted  at  a  rate  of  about 
4  percent  annually  and  defense  purchases  at  a  rate  of  almost  7.5 
percent  annually  during  the  recovery.  This  compares  with  earlier 
recoveries  where  on  average  Federal  purchases  supported  the  re- 
covery, growing  at  an  average  rate  of  about  4.5  percent.  So  this  has 
been  an  enormous  swing  in  the  rate  of  growth  of  Federal  spending 
during  the  recovery,  which  has  had  a  very  large  impact,  especially 
in  certain  areas. 

This,  of  course,  is  not  an  argument  for  maintaining  unneeded  de- 
fense spending  to  sustain  aggregate  demand  and  employment. 
Rather,  it  is  evidence  of  a  major  opportunity  and  a  major  problem. 
As  labor  and  capital  used  in  the  defense  establishment  becomes 
available  for  other  uses,  we  have  an  opportunity  to  make  private 
and  public  investments  sorely  needed  to  enhance  long-term  growth. 

But  swords  don't  get  beaten  into  plowshares  without  some  pain- 
ful relocation,  readjustment  and  retraining.  The  challenge  to  policy 
is  to  facilitate  adjustment  in  order  to  keep  the  burdens  of  redeploy- 
ment to  a  minimum. 

Without  wanting  to  sound  Panglossian,  I  would  say  that  recent 
economic  data  do  suggest  some  acceleration  of  the  anemic  recovery. 

Yesterday's  strong  increase  in  industrial  production  for  October 
was  the  latest  in  a  series  of  reports  suggesting  more  strength  in 
the  economy.  Housing,  retail  sales,  and  as  noted  above,  the  labor 
market  have  shown  more  strength.  Inflation  is  under  control  and 
interest  rates  remain  low.  It  appears  to  me  that  employment,  in- 
come and  output  gains  are  now  moving  forward  strongly  enough  to 
make  the  recovery  self-sustaining. 

However,  there  remain  opposing  currents  that  will  keep  the  ex- 
pansion slow.  One  is  the  continuation  of  the  defense  reductions 
noted  above.  Projections  suggest  additional  job  losses  on  the  order 
of  1.5  million  during  the  next  four  years. 

Another  is  the  additional  fiscal  restraint  produced  by  the  budget 
package,  which  may  reduce  fiscal  stimulus  by  something  on  the 
order  of  0.5  percent  of  GDP  next  year.  Both  these  changes,  in  my 
view,  are  appropriate,  and  in  fact  necessary  to  raise  growth  and  in- 
comes over  the  longer  term,  but  both  have  short-run  costs. 

Similarly,  the  fiscal  positions  of  many  State  and  local  govern- 
ments remain  difficult  and  unlikely  to  boost  the  expansion. 

Finally,  Europe  and  Japan  are  experiencing  the  weakest  eco- 
nomic conditions  in  two  decades,  so  that  exports  will  grow  less  rap- 
idly than  the  improved  competitive  position  of  many  U.S.  producers 
might  warrant. 

I  do  not  have  my  own  detailed  economic  forecast,  nor  does  CED, 
but  I  have  no  reason  to  quarrel  with  the  consensus  forecast  of 
growth  in  the  3  to  3.5  percent  range  during  the  fourth  quarter  and 
during  1994. 

But  I  would  point  out  that  economic  forecasters  are  notorious  for 
"fighting  the  last  war"  and  tend  to  adapt  very  slowly  to  changes  in 
the  economy,  either  positive  or  negative. 

The  recent  swing  towards  more  encouraging  economic  news, 
therefore,  raises  hope  for  growth  somewhat  stronger  than  that  ex- 
pected by  the  consensus. 
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Let  me  turn  now  to  the  longer-term  outlook  for  growth  and  jobs. 

It  seems  to  me  the  title  of  this  hearing,  "Rebuilding  America:  In- 
vesting in  Growth  and  Jobs,"  puts  the  issue  exactly  right  and  in 
the  right  order.  Whatever  the  economic  discomforts  of  recession 
and  slow  recovery,  over  a  period  of  years  the  creation  of  well-pay- 
ing jobs  that  can  support  rising  living  standards,  the  critical  ques- 
tion to  which  Dean  Thurow  referred,  with  which  I  agree  entirely, 
depends  not  on  aggregate  demand  but  on  the  growth  of  our  capac- 
ity to  produce  and  what  we  produce. 

The  primary  means  we  have  to  increase  that  capacity  is  invest- 
ment, broadly  defined,  in  private  plant  and  equipment,  in  public 
capital,  in  technology  and  in  human  resources. 

Concern  about  the  outlook  for  long-term  growth,  and  its  implica- 
tions for  American  living  standards,  led  CED  to  issue  a  policy 
statement  in  December,  1992  entitled:  Restoring  Prosperity:  Budg- 
et Choices  for  Economic  Growth.  The  thrust  of  the  CED  statement 
was  that  the  U.S.  is  overconsuming  and  underinvesting. 

Of  course  in  the  immediate  future,  with  3  to  4  percent  of  our  eco- 
nomic capacity  unemployed,  we  can  increase  both  consumption  and 
investment  at  the  margin.  But  in  the  longer  term  we  have  to  chose. 

How  have  we  recently  chosen?  First,  there  has  been  a  dramatic 
shift,  stretching  back  over  several  decades,  of  our  economic  re- 
sources away  from  investment  and  towards  consumption.  Personal 
consumption  expenditures  have  recently  been  at  a  post-World  War 
II  high  of  about  75  percent  of  net  domestic  product,  NDP,  up  from 
an  average  which  fluctuated  around  70  percent  prior  to  the  early 
1970s. 

In  effect,  our  society  has  decided  to  consume  about  5  percent 
more  of  its  net  output  each  year  than  it  did  several  decades  ago. 
The  national  shift  toward  consumption  took  its  toll  on  net  private 
domestic  investment,  as  Mr.  Levy  noted,  which  fell  by  roughly  3  to 
4  percent  of  NDP  relative  to  the  earlier  postwar  period. 

Indeed,  investment  would  have  fallen  even  more  had  the  United 
States  not  borrowed  capital  from  abroad  for  those  investments  for 
which  we  had  insufficient  saving.  The  United  States  has  in  effect 
been  "eating  its  seed  corn"  that  is,  reducing  tomorrow's  harvest  for 
today's  consumption. 

CED  concluded  that  to  raise  productivity  and  output  growth  by 
.5  to  1  percentage  point  a  year,  enough  to  make  a  significant  dif- 
ference over  time,  although  not  enough  to  restore  earlier  postwar 
rates,  would  require  an  increase  in  the  net  national  saving  and  in- 
vestment rates  of  about  5  percent  of  national  income. 

Since  this  would  have  to  be  accomplished  principally  through  def- 
icit reduction,  it  implies  very  large  budgetary  changes. 

The  Omnibus  Budget  Reconciliation  Act  of  1993  took  us  perhaps 
one-third  of  the  way  to  such  a  target.  The  President  is  to  be  com- 
mended for  facing  up  to  the  problem,  and  the  Congress  for  passing 
the  legislation,  but  more  remains  to  be  done. 

Let  me  digress  here  just  a  moment  to  say  something  about  deficit 
reduction.  This  is  sometimes  regarded  as  simply  a  political  exer- 
cise. It  is  not  a  political  exercise.  It  is  not  in  conflict  with  long-term 
living  standards. 
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It  is,  in  fact,  the  necessary  means  of  producing  the  financing  on 
one  side  and  the  resources  on  the  other  that  we  will  need  in  order 
to  increase  living  standards  for  our  grandchildren. 

The  preceding  discussion  of  national  saving  focuses  on  private  in- 
vestment and  thereby  oversimplifies  in  one  very  important  respect. 
As  Mr.  Levy  noted,  government  investment  expenditures  reflect 
saving  and  investment,  not  consumption,  even  though  the  U.S.  na- 
tional accounts  do  not  make  this  distinction. 

If  recent  larger  deficits  in  fact  had  been  due  to  rising  and  produc- 
tive public  investments,  the  outlook  for  growth  would  be  much 
brighter. 

Unfortunately,  this  was  not  the  case.  As  shown  in  figure  2  at  the 
end  of  my  testimony,  Federal  spending  on  investments  with  long- 
term  benefits  declined  in  the  1980s  and,  over  a  longer  period,  has 
fallen  sharply  relative  to  spending  on  short-term  benefits. 

Figure  3  provides  further  detail  on  public  investments  in  three 
major  categories.  Gross  expenditures  on  nondefense  physical  cap- 
ital have  remained  roughly  constant  after  declining  from  the  high 
levels  of  the  1960s. 

However,  if  adjustments  are  made  for  depreciation,  net  physical 
capital  outlays  appear  to  have  declined  substantially  in  the  1980s, 
both  in  real  terms  and  relative  to  GDP. 

Nondefense  research  and  development  has  declined  in  the  1970s 
and  1980s,  and  education,  training,  and  social  services,  which  ex- 
panded significantly  during  the  late  1960s  and  1970s,  also  fell  dur- 
ing the  1980s.  Thus,  not  only  did  aggregate  fiscal  policy  encourage 
consumption  at  the  expense  of  private  investment,  but  the  composi- 
tion of  Federal  expenditures  shifted  in  a  way  that  raised  both  pri- 
vate and  public  consumption  at  the  expense  of  public  investment. 

There  is  not  time  here  to  go  into  detail  regarding  the  numerous 
qualifications  that  surround  these  trends,  which  I  have  discussed 
elsewhere.  The  magnitude  of  the  effects  on  productivity  of  the  de- 
cline in  public  investment  in  physical  capital  is  controversial  and 
various  questions  have  been  raised  about  the  particulars  of  public 
spending  on  R&D  and  education,  training  and  social  services. 

But,  in  spite  of  such  reservations,  there  is  strong  evidence  and 
good  reason  to  believe  that  additional  public  investments  in  these 
areas  can  be  beneficial  if  made  selectively,  in  accordance  with  rea- 
sonable economic  criteria. 

The  likelihood  of  relatively  slow  growth  over  the  next  several 
years  for  the  reasons  noted  above,  with  continued  excess  capacity 
in  the  economy,  thus  presents  an  opportunity  for  carefully  designed 
public  investments  that  would  not  exist  if  the  economy  were  at  ca- 
pacity or  booming. 

This  brings  me  to  a  final  point,  regarding  the  efficiency  of  public 
investment  spending.  In  principle,  from  a  growth  perspective,  all 
public  spending  is  not  created  equal.  Public  investments  can  be  im- 
portant, indeedcritical  to  growth,  in  a  way  that  short-term  transfer 
payments  and  other  benefits  are  not. 

In  practice,  however,  there  is  a  natural  tendency  to  label  any  and 
all  spending  as  "investment."  As  Members  of  this  committee  must 
know  much  better  than  I,  the  burden  of  demonstrating  that  a 
project  is  "product  and  not  pork"  is  rising  sharply  as  resource  scar- 
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city  becomes  more  acute  under  the  increasing  discipline  of  the 
budget's  discretionary  spending  caps. 

In  addition,  public  attitudes  have  become  more  and  more  ques- 
tioning about  the  efficacy  of  all  and  any  government  activity,  and 
fine  questions  and  distinctions  are  not  often  raised  by  the  critics 
of  government. 

In  this  environment,  it  becomes  especially  necessary  to  choose 
public  investments  with  high  social  payoffs,  selected  through  uni- 
form and  accepted  evaluations,  that  can  be  defended  before  the 
public  at  large.  Otherwise  the  viability  of  any  public  investment 
program  will  be  problematic. 

A  related  problem  has  to  do  with  the  efficient  use  of  public  cap- 
ital, once  constructed.  The  days  are  fast  disappearing  when  public 
capital  can  be  treated  as  a  "free  good". 

The  congestion  of  urban  roads,  of  airports  and  of  other  facilities 
has  now  become  too  great  a  problem.  And  we  have  discovered  that 
over  time,  without  prices  or  other  mechanisms  to  promote  efficient 
use,  additional  use  will  simply  overwhelm  measures  which  relieve 
congestion  temporarily. 

As  it  becomes  increasingly  difficult  both  economically  and  politi- 
cally to  simply  add  lanes  to  rights-of-way,  and  to  add  runways  and 
gate  slots  to  airports,  we  will  be  challenged  to  find  new  and  innova- 
tive means  for  making  the  best  use  of  our  increasingly  scarce  pub- 
lic capital. 

Thank  you,  Mr.  Chairman. 

Mr.  Wise.  Thank  you  Dr.  Ooms. 

I  would  like  to  announce  to  the  subcommittee  that  since  I  long 
ago  gave  up  my  perfect  voting  record,  I  am  not  going  to  recess  for 
the  Journal  vote.  I  will  go  ahead  and  ask  the  first  round  of  ques- 
tions, and  if  you  choose  to  come  back,  I  would  greatly  appreciate 
it,  and  then  you  would  be  in  line  to  ask  questions.  I  have  discussed 
this  with  Ms.  Molinari  and  that  is  suitable  for  her. 

Those  who  wish  to  vote  should  go  ahead  and  I  will  start  the  first 
round  of  questions. 

My  apologies  for  Chairman  Natcher. 

Dr.  Thurow,  if  I  could  turn  to  you  first,  you  mentioned 
benchmarking.  I  want  you  to  know  that  at  least  one  of  our  staff 
members  blanched  because  I  immediately  turned  and  wrote  "good 
hearing  subject".  I  would  ask  your  thoughts  on  how  you  would  do 
that  benchmarking  in  a  way  that  this  subcommittee  might  ap- 
proach it. 

It  does  seem  to  me  that  we  need  to  be  doing  that.  We  need  to 
be  looking  at  what  other  nations  are  doing. 

Do  you  have  some  suggestions? 

Dr.  Thurow.  There  are  two  things  you  could  do.  You  might  in- 
vite in  some  of  the  people  from  the  rest  of  the  world  who  are  in 
charge  of  running  these  projects  elsewhere  and  let  them  describe 
to  you  what  they  are  going  to  do  in  Europe  in  terms  of  high-speed 
rail  or  what  they  are  going  to  do  in  terms  of  the  electronic  highway 
in  Singapore. 

One  strategy  is  to  invite  in  some  of  these  people  from  the  rest 
of  the  world  and  listen  to  their  strategies  for  the  future  which  they 
will  be  glad  to  tell  you. 
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The  other  is  at  some  point  when  the  committee  is  available  to 
do  it,  to  go  look  at  some  of  these  projects  yourself. 

Mr.  Wise.  Those  were  the  halcyon  days  before  the  last  legislative 
appropriations  bill. 

Dr.  Thurow.  Junkets  have  a  bad  name.  Maybe  one  of  the  ways 
to  do  it  is  in  conjunction  with  some  other  things.  If  you  look  at  the 
Base  Closing  Committee's  procedure,  where  you  have  not  just  al- 
lowed of  Congressmen  to  decide  what  bases  are  to  be  closed.  You 
get  some  civilians,  supposedly  nonpartisan  panel  to  certify  that 
these  are  the  right  bases  to  close  and  they  are  not  just  being  closed 
on  a  political  basis. 

Maybe  you  should  do  something  like  that  in  the  public  works 
area  to  get  public  confidence  that  you  are  not  simply  allocating 
projects  to  some  Congressman's  district,  but  there  is  a  procedure 
here. 

If  you  can't  go  look  and  you  don't  have  foreign  experts,  then  I 
suppose  the  only  other  thing  to  do  is  there  are  people  in  American 
universities  who  study  some  of  these  foreign  projects  and  are  them- 
selves experts  on  them. 

But  I  guess  in  this  day  and  age  I  would  encourage  you  to  invite 
in  some  of  the  experts  from  the  rest  of  the  world  rather  than  aca- 
demics who  have  studied  European  high-speed  rail.  Get  the  guys 
from  Europe  who  are  planning  and  running  the  projects. 

Mr.  Wise.  That  brings  up  a  question  Ms.  Molinari  suggested  as 
well.  Several  of  you  have  mentioned  some  form  of  an  accounting 
process  to  account  for  public  investment,  whether  it  is  capital  budg- 
eting, or  Mr.  Levy  had  some  specific  suggestions.  How  do  other  na- 
tions view  their  infrastructure  as  far  as  accounting,  do  they  ap- 
proach it  like  we  do? 

Dr.  Thurow.  Most  other  countries  have  capital  budgeting. 

Mr.  Wise.  Mr.  Levy,  I  note  with  interest  that  you  in  your  re- 
marks dispute  the  "crowding  out"  thesis.  It  does  seem  to  me  that 
we  have  interest  rates  at  an  all-time  low  and  yet  we  don't  have  ca- 
pacity loan  demands  at  this  point.  I  don't  see  a  great  strain  on 
those  resources. 

Several  of  you  have  spoken  about  overcapacity.  Why  isn't  it  rea- 
sonable to  assume  that  if  there  is  a  period  of  overcapacity  in  build- 
ing, real  estate  and  office  buildings  and  other  areas,  that  at  some 
point  we  catch  up  to  that  overcapacity,  that  it  is  simply  a  tem- 
porary blip,  and  that  we  fill  that  soon? 

Mr.  Levy.  I  think  it  is  temporary,  but  it  takes  a  few  years.  I 
think  we  have  a  bad  habit  of  looking  at  the  postwar  history  since 
it  is  the  period  for  which  we  have  the  most  data,  and  using  that 
as  a  model  for  the  universe  of  possibilities  for  economies. 

Whereas  the  longer  view  of  history  suggests  that  growth  does  not 
occur  gradually  over  time  at  a  nice  even  pace,  but  rather  you  have 
periods  where  you  have  spurts,  as  Professor  Thurow  mentioned. 
Often  it  is  around  a  period  of  rebuilding  or  major  expansion  in  a 
new  industry,  whether  it  is  highways,  cars,  railroads  or  something 
else  earlier  in  history. 

We  went  through  a  period  of  booming  growth  after  World  War 
II  for  about  a  quarter  century,  and  then  we  slowed  down  to  a  cruis- 
ing speed,  but  unfortunately  industries  here  and  around  the  world 
were  unable  to  make  that  adjustment. 
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In  the  1980s,  we  started  to  see,  particularly  here  because  of  our 
trade  deficit,  overcapacity,  but  by  the  1990s  there  were  global  prob- 
lems of  overcapacity.  This  is  not  just  a  U.S.  problem,  although  I 
think  we  are  maybe  ahead  of  Japan  and  Europe  in  overcoming  it. 
We  still  have  a  little  distance  to  go. 

So  while  that  happens,  investment  is  weak,  not  because  of  inter- 
est rates  being  driven  up  by  a  crowding  out  effect,  but  rather  be- 
cause sales  growth  has  been  slow,  and  profitability  is  low.  There 
are  financial  problems.  If  one  talks  to  CEOs  and  asks  about  their 
experience  in  the  last  few  years,  very  few,  I  believe,  would  blame 
interest  rates  for  their  slow  down  in  investment. 

Mr.  Wise.  If  crowding  out  existed  because  of  the  increasing  Fed- 
eral budget  deficit,  which  you  and  others  know  that  5  percent  is 
too  high,  it  is  not  something  you  want  to  sustain  over  a  period 
time.  But  if  crowding  out  did  exist,  then  it  would  seem  to  me  that 
interest  rates  would  be  not  at  record  lows  but  would  be  increasing 
much  faster  than  they  presently  are.  Is  that  fair? 

Mr.  Levy.  One  may  argue  that  we  have  higher  long-term  rates. 
I  think  there  is  a  great  confusion  between  the  saving  that  occurs 
in  the  economy  and  liquidity,  which  is  really  what  determines  the 
source  of  funds. 

Investment  and  saving  are  two  sides  of  the  same  coin.  They  are 
wealth  creation.  Investment  creates  new  tangible  wealth,  buildings 
and  equipment.  It  is  not  because  somebody  had  a  pool  of  money 
they  saved  at  that  moment;  inevitably  that  wealth  is  owned  by 
somebody,  which  increases  their  saving,  so  investment  forces  sav- 
ing in  the  system. 

If  we  try  to  increase  household  or  government  saving  we  are 
more  likely  to  pull  saving  from  elsewhere  notably  from  the  busi- 
ness sector  in  the  form  of  profits.  That  is  why  economists  talk 
about  fiscal  drag. 

Mr.  WISE.  Mr.  Levy,  in  your  remarks  you  note  the  relation  of 
public  investment  to  the  Federal  budget  and  how  it  has  declined 
since  the  1960s.  While  I  happen  to  share  that  belief,  at  the  same 
time  the  Federal  Government  took  on  some  new  obligations,  most 
significantly,  medicare. 

So  in  relation  to  the  Federal  budget,  there  are  other  areas  that 
have  grown  up  around  it.  But  would  those  figures  also  be  the  same 
in  relation  to  our  GDP? 

Mr.  Levy.  I  think  there  is  a  long-term  concern.  I  am  all  with  the 
people  who  want  to  get  control  over  the  long-term  trends  and  some 
of  these  entitlements,  not  so  much  because  they  will  increase  defi- 
cits and  will  sink  us  under  a  mountain  of  debt,  because  I  think 
that  deficit  will  improve  on  its  own,  given  the  changes  that  have 
already  been  made,  very  rapidly  once  we  get  out  of  this  slump. 

But  we  have  a  question  of  how  large  a  role  should  transfer  pay- 
ments, and  particularly  inefficient  transfer  payments,  be  paying  in 
our  overall  economy. 

I  think  there  are  some  real  concerns  but  they  are  different  from 
the  immediate  reasons  why  we  have  a  deficit. 

Mr.  Wise.  I  will  address  this  first  to  Dr.  Ooms,  because  it  relates 
to  a  discussion  he  and  I  have  had  over  many  years,  but  I  would 
also  invite  others  to  join  in. 
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In  your  remarks,  you  address  the  need  for  deficit  reduction  and 
the  need  for  long-term  growth  in  investment.  It  seems  to  me  that 
given  the  present  budget  structure  with  the  caps  that  were  enacted 
over  a  five-year  period,  and  indeed  if  language  passes  this  week  to 
greatly  increase  the  level,  you  will  see  those  caps  drop  even  more 
significantly  further  constraining  the  ability  to  do  any  kind  of  in- 
frastructure funding. 

I  guess  I  come  back  to  what  would  be  your  suggestion  or  advice 
concerning  some  type  of  capital  budgeting  approach  at  least  regard- 
ing infrastructure?  For  the  purpose  of  this  discussion  and  this 
panel,  if  I  could  leave  it  at  bricks,  mortar  and  infrastructure  as  op- 
posed to  other  things  that  get  brought  in  like  job  training,  edu- 
cation, and  other  issues. 

Mr.  Ooms.  In  general,  I  am  certainly  in  favor  in  principle  and 
concept  of  having  a  capital  budget  so  we  can  make  the  kinds  of  dis- 
tinctions that  I  referred  to  in  my  testimony,  and  to  which  Mr.  Levy 
referred,  which  will  allow  us  to  do  some  sensible  accounting  for 
putting  together  the  kind  of  vision  that  Mr.  Thurow  spoke  of. 

Let  me  mention  just  two  problems  in  practice:  One  is  although 
your  committee  would  commendably  want  to  stick  to  bricks  and 
mortar,  I  can  think  of  other  committees  that  would  like  to  include 
other  things  in  a  capital  budget.  This  would  clearly  be  a  major 
problem  in  trying  to  construct  a  capital  budget,  trying  to  decide 
what  goes  in  and  what  does  not. 

It  is  not  an  insurmountable  problem.  We  have  had  budget  com- 
missions in  the  past  and  they  certainly  could  address  this  again, 
but  it  is  a  real  difficulty. 

The  second  problem  has  to  do  more  with  a  caution.  The  resources 
that  ultimately  have  to  come  out  of  consumption  over  the  longer 
term  in  order  to  provide  for  investment  still  have  to  be  generated, 
no  matter  what  kind  of  accounting  system  that  you  operate. 

One  of  the  difficulties  is  that  capital  budgeting  is  often  seized 
upon  by  those  who  essentially  don't  like  the  constraints  of  the  real 
world  and  of  arithmetic.  That  is  to  say,  they  don't  wish  to  find 
mechanisms  to  reduce  this  extraordinarily  high  rate  of  consump- 
tion relative  to  investment  in  our  society  and  feel  that  by  account- 
ing for  public  investment  in  a  different  way  that  somehow  they  are 
relieved  of  that  constraint.  That  is  simply  not  the  case. 

Whatever  accounting  you  do,  ultimately  the  financing  still  has  to 
be  there,  which  is  another  way  of  saying  the  resources  still  have 
to  be  there.  It  is  true  that,  in  the  very  short-term,  we  certainly 
have  no  "crowding  out"  programs  now,  either  nationally  or  inter- 
nationally. But  it  is  unlikely  that  this  situation  is  likely  to  persist 
over  a  long  period  of  time. 

If  we  do  over  the  long  term  decide  to  engage  in  a  vision  of  public 
investment  which  will  entail  very  large  amounts  of  resources,  we 
are  going  to  have  to  somehow  do  the  financing  and  the  resource 
generation  in  order  to  do  that. 

Different  financing  mechanisms  are  not  going  to  help  us  with 
that.  Different  accounting  mechanisms  are  not  going  to  help  us 
with  that.  The  only  way  over  the  long  term  that  we  get  past  that 
hurdle  is  by  increasing  the  national  saving  rate.  Since  we  are  very 
short  of  good  methods  for  increasing  the  private  saving  rate,  it,  un- 
fortunately, over  the  long  term,  comes  back  to  deficit  reduction. 
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I  wish  I  was  as  sanguine  about  the  long-term  budget  outlook  as 
Mr.  Levy  is,  but  I  am  not.  The  projections  show  that  the  budget 
deficit  is  coming  down  slightly  over  the  next  couple  of  years  and 
then  begins  to  rise  again  sharply  under  the  influence  of  health  care 
costs.  We  don't  have  any  idea  how  we  will  control  these  health  care 
costs,  and  we  know  that  these  projections  in  the  past  have  always 
proved  to  be  too  optimistic. 

I  have  to  maintain  a  certain  amount  of  pessimism  with  respect 
to  the  long-term  outlook.  What  that  means  is  the  long-term  outlook 
for  national  saving  and  investments  and  therefore  growth. 

Mr.  Wise.  Mr.  Mudge. 

Mr.  Mudge.  Being  an  ex-budget  person,  I  feel  nervous  when  I  do 
comment  on  things  like  capital  budgets  for  fear  I  will  be  struck 
down  by  a  bolt  of  lightning. 

I  do  think  capital  budgeting  makes  sense.  You  have  to  be  careful 
that  it  is  not  seen  as  purely  a  gimmick.  If  it  is,  you  will  have  every- 
body in  Congress  defining  what  they  do  as  capital.  It  is  not  some- 
thing which  by  itself  generates  more  money. 

There  still  will  be  a  deficit  problem.  That  will  not  go  away.  I 
think  a  capital  budget,  if  it  is  done  correctly,  if  it  is  linked  with 
benchmarking — and  I  would  define  benchmarking  a  little  dif- 
ferently than  perhaps  Professor  Mr.  Thurow  did — I  would  focus  on 
performance  measures,  so  we  measure  the  performance  of  our  in- 
frastructure not  by  the  dollars  spent  or  the  ton  miles  moved,  but 
by  the  quality  of  that  service. 

There  is  a  lot  of  different  ways  out  there  to  do  that  with  existing 
information.  If  you  link  a  capital  budget  with  something  that  says 
you  have  to  prove  how  well  you  are  spending  now  and  how  well  you 
are  spending  in  the  future,  then  it  becomes  a  tool  that  will  lead  to 
more  spending  on  infrastructure. 

It  happens  to  have  an  analytical  part  to  it  that  will,  one,  keep 
all  the  other  committees  out  from  trying  to  get  at  the  capital  budg- 
et but  also  to  enforce  the  people  who  are  implementing  the  Nation's 
infrastructure  programs  to  prove  to  the  Congress  and  the  public 
that  what  they  are  doing  makes  sense. 

I  think  a  second  thing  that  it  could  do  is  encourage  us  to  think 
longer  term,  a  key  characteristic  of  public  works  that  is  not  true 
of  public  investment  or  other  public  spending  is  the  value  of  it  is 
something  we  see  over  decades.  The  current  analytical  techniques 
we  have  do  not  function  in  that  regard.  The  current  financial  tech- 
niques we  have  don't  function  in  that  regard. 

I  think  by  the  very  process  of  focusing  on  a  capital  budget,  it  will 
force  us  to  look  at  different  financial  and  analytical  techniques. 
That  side  of  it  will  be  very,  very  positive. 

Mr.  Levy.  I  want  to  clarify  an  earlier  statement.  I  certainly  don't 
mean  to  imply  that  we  can  ignore  the  deficit  issue  in  the  long  run. 
What  I  mean  to  say  is  that  while  the  private  sector  is  very  weak 
during  the  1990s,  and  this  is  greatly  aggravating  the  Federal  defi- 
cit, we  should  be  getting  into  a  period  when  revenues  will  be  com- 
ing in  much  more  easily  and  unemployment  benefits  should  be 
going  out  more  slowly  and  it  will  be  easier  to  come  to  grips,  assum- 
ing we  can  deal  with  these  long-term  trends. 

As  far  as  the  capital  budget,  well,  part  of  the  capital  budget 
means  not  only  do  you  not  take  your  current  investment  outlays 
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and  drop  them  into  your  expenditures'  budget,  but  you  add  depre- 
ciation expenses  to  budgets  in  the  future.  So,  indeed,  it  forces  an 
accountability  that  is  a  much  more  realistic  accountability  than  the 
extremely  distorted  system  of  accountability  that  we  have  now. 

Mr.  Wise.  I  am  going  to  speak  as  a  layperson,  so  you  all  will 
have  to  forgive  me. 

I  read  your  testimony  and  I  look  at  what  I  see  as  a  back-door 
capital  budgeting  proposal  in  it,  and  that  is  by  which  the  Federal 
Government  would  subsidize  the  interest  incurred  by  States  in  cer- 
tain infrastructure  projects;  is  that  a  fair  statement? 

Mr.  Levy.  If  we  had  a  capital  budget,  there  would  be  no  need  to 
do  it  that  way.  Not  that  there  is  a  harm  to  doing  it.  We  were  look- 
ing for  an  innovative  way  to  create  a  more  realistic  accounting 
framework,  given  that  we  have  now  the  most  unrealistic  account- 
ing framework. 

Mr.  Wise.  That  gets  to  the  question  of  whether  or  not  the  Con- 
gress can  enact  some  sort  of  capital  budgeting.  In  other  writings, 
you  also  recommend  an  $80  billion,  one-time  program  for  repair 
and  upgrading  of  State  and  local  roads  and  bridges,  et  cetera,  with, 
I  believe,  the  Federal  Government  paying  90  percent  of  the  interest 
to  finance  these  projects.  This  is  the  same  theme;  isn't  it? 

Mr.  Levy.  Yes.  The  program  you  are  talking  about  is  the  one  on 
which  Ned  Regan  has  been  working.  With  his  extensive  experience 
as  New  York  Comptroller  and  working  with  people  in  bond  mar- 
kets and  trying  to  find  out  which  is  the  best  way  to  put  this  to- 
gether, he  came  up  with  a  proposal  which  is  particularly  attractive 
in  helping  America  with  its  current  program. 

It  doesn't  address  the  whole  long-term  issue  of  infrastructure.  By 
spending  on  rebuilding  infrastructure  that  has  been  allowed  to 
decay,  the  so-called  "deferred  maintenance  syndrome,"  we  are  get- 
ting a  great  deal  of  efficiency  out  of  the  dollars  we  spend  but  also 
we  are  able  to  put  those  dollars  to  work  very  quickly. 

You  don't  need  the  delays  in  time  to  rebuild  or  reinforce  a  bridge 
that  you  need  to  build  a  brand  new  bridge  somewhere  else  where 
you  would  have  to  make  all  the  studies  and  so  forth. 

There  were  some  other  advantages.  For  rebuilding  projects,  you 
use  a  broader  spectrum  of  the  labor  force,  which  is,  particularly 
helpful  for  low-skilled  and  semiskilled  workers.  Also,  it  would  ad- 
dress any  deferred  maintenance  problem  that  is  a  major  problem 
in  terms  of  infrastructure  management. 

ISTEA  already  took  a  step  by  saying,  look,  you  have  to  be  main- 
taining your  existing  infrastructure.  This  would  be  a  way  of  accel- 
erating the  cleanup  of  past  neglect  by  giving  States  some  help  in 
taking  care  of  run-down  infrastructure. 

I  believe  the  DOT  estimate  was  close  to  $300  billion  for  repairing 
and  bringing  up  to  snuff  the  nation's  highways  and  bridges  in 
1991.  This  is  one  particular  program  that  would  have  the  effect  of 
providing  a  quick  stimulus  to  the  economy. 

Mr.  Wise.  It  is  intriguing.  I  was  in  New  York  City  several  years 
ago  and  a  bridge  was  being  renovated.  They  told  me  it  was  going 
to  cost  $300  million  to  work  on  that  bridge.  There  was  $50  million 
for  the  entire  bridge  fund.  So  the  costs  are  turning  out  to  be  stag- 
gering. 
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To  Dr.  Mudge  and  Dr.  Ooms,  I  would  be  interested  in  having  you 
comment  on  the  proposal  that  Mr.  Levy  has  made.  Essentially,  it 
is  that  the  Federal  Government  would  pay  the  interest  on  these  in- 
vestments, assuming  that  the  Congress  can  agree  on  allocating  a 
certain  amount,  perhaps  out  of  the  Highway  Trust  Fund  toward 
this  purpose. 

Mr.  Mudge.  Part  of  the  reaction  to  that  depends  on  what  you 
think  the  problem  is  that  we  are  facing.  If  you  look  at  the  numbers, 
the  U.S.  has  done  a  very  good  job  about  doing  the  routine  things. 
The  fraction  of  GNP  that  goes  into  infrastructure  operations  and 
maintenance,  filling  the  pot  holes  and  building  the  bridges,  is 
steady  as  a  rock  over  the  last  30  years.  If  you  look  at  the  fraction 
of  GNP  that  goes  to  capital  investment,  whether  it  is  major  resur- 
facing or  new  capacity,  that  drops  off. 

In  the  last  decade,  it  has  come  up  a  little.  It  is  like  a  fishhook. 
You  don't  know  whether  we  turned  the  corner  or  whether  we  are 
fooling  ourselves.  The  real  problem  is  income  and  investment. 
There  are  two  reasons  why  we  have  not  done  it. 

One  is  lack  of  money,  which  I  think  is  the  secondary  reason.  The 
more  important  things  Dr.  Thurow  talked  about,  we  don't  have  a 
vision  about  why  we  are  doing  this,  everybody  is  concerned  about 
NIMBY,  doing  it  in  somebody  else's  backyard. 

We  need  a  new  way  of  thinking  about  public  capital  investment 
in  general.  The  way  the  thinking  is  is  very,  very  important.  The 
way  you  get  people  to  change  how  they  think  and  how  they  act  is 
partly  based  on  the  financial  mechanisms  and  institutions  that  you 
have. 

If  you  look  at  what  is  the  most  successful  infrastructure  invest- 
ment this  country  has  made,  it  is  the  Highway  Trust  Fund.  That 
was  driven  by  a  financial  mechanism  and  a  vision  linked  together. 
I  think  we  need  to  change  our  financial  mechanisms  if  we  are  going 
to  have  the  local  citizens  be  able  to  change  the  types  of  investments 
we  make. 

Therefore,  I  am  very  much  in  favor  of  almost  any  type  of  mecha- 
nism that  encourages  long-range  thinking.  In  that  case,  doing 
something  where  there  is  a  Federal  subsidy  for  interest  rates,  that 
is  a  dramatic  change  in  the  past,  but  at  least  it  would  force  people 
to  think  how  that  will  be  paid  off  over  the  next  two  or  three  dec- 
ades. 

Most  infrastructure  does  not  pay  off  very  quickly.  That  is  why 
the  State  DOTs  do  the  simple  thing  like  resurfacing  the  roads  and 
they  ignore  the  hard  things  to  do,  which  is  adding  capacity. 

Mr.  OOMS.  I  would  say  in  considering  financing  mechanisms,  it 
is  very  important  to  think  about  what  the  incentives  for  efficient 
investment  and  efficient  use  of  capital  are. 

As  I  indicated  at  the  end  of  my  statement,  I  don't  have  any  par- 
ticular problem  with  an  interest-type  subsidy,  but  a  lot  would  de- 
pend on  what  the  mix  of  responsibility  between  the  Federal  and 
State  and  local  government  is  in  the  total  financing  picture. 

There  is  a  very  good  study  done  by  a  former  student  of  mine, 
Brian  Cromwell,  at  the  Federal  Reserve  Bank  of  Cleveland,  that  in- 
dicates that  when  State  and  local  governments  don't  have  a  strong 
enough  incentive  as  a  result  of  the  financing  mechanism  to  prop- 
erly maintain  public  capital,  some  efficient  maintenance  gets  dis- 
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regarded  in  favor  of  new  projects  that  have  a  very  large  amount 
of  Federal  financing. 

I  think  one  has  to  look  carefully  at  the  incentives  mechanisms 
we  are  setting  up  in  the  financing  procedures  in  order  to,  first  of 
all,  generate  efficient  investments  with  high  payoffs,  and  secondly, 
to  be  sure  the  public  capital  is  used  effectively. 

Mr.  Wise.  This  will  be  my  final  question.  There  will  be  an  in- 
creasing ongoing  debate  as  to  how  much  deficit  reduction  versus 
how  much  investment,  and,  of  course,  what  constitutes  investment. 

There  will  be  a  proposal,  I  assume  this  week,  I  just  got  back  to 
town  so  I  am  not  sure  what  the  latest  rumblings  are,  but  I  assume 
there  will  be  a  proposal  this  week  on  a  rescission  package  to  cut 
about  another  $100  billion  over  five  years,  the  Penny-Kasich 
amendment. 

There  was  $37  billion  out  of  entitlements  over  five  years.  That 
would  have  the  effect,  as  I  understand  it,  of  dropping  the  discre- 
tionary caps  another  $23  million  and  perhaps,  moreover,  what  was 
already  adopted  in  the  budget  agreement  enacted  in  August.  Obvi- 
ously, dropping  those  caps  then  further  affects  what  you  can  do  in 
certain  types  of  investment-oriented  activities,  particularly  if  you 
do  not  have  a  capital  budgeting  approach  or  something  akin  to  it. 

Would  you  comment  on  how  much  we  can  ratchet  down  the  defi- 
cit, at  the  same  time  saying  that  we  want  to  be  doing  investments 
and  actually  be  able  to  do  it? 

Mr.  Levy.  We  are  defining  investment  not  as  investment  but  ex- 
pense and  squeezing  it  in  this  vice  called  the  Federal  budget,  and 
now  we  are  going  to  squeeze  it  even  more,  making  our  investment 
that  much  weaker. 

This  is  very  much  contrary  to  this  notion  of  vision.  I  will  say 
right  now,  our  program  that  we  discussed  is  relatively  short  term, 
although  it  has  long-term  benefits,  and  it  is  only  a  piece  of  the  so- 
lution to  the  infrastructure  problem. 

I  very  much  concur  with  the  need  for  long-term  thinking  on  this 
issue. 

I  want  to  have  one  quick  comment  based  on  the  earlier  discus- 
sion, on  the  fact  that  we  have  been  maintaining  our  spending  on 
maintenance.  I  defer  to  Dr.  Mudge,  because  this  is  his  area,  not 
mine,  but  I  want  you  to  know  that  both  the  Competitiveness  Policy 
Council's  Infrastructure  Subcouncil,  which  I  am  a  member  of,  and 
the  Department  of  Transportation  have  estimated,  as  well  as  Mr. 
Regan  in  New  York  State  and  other  state  officials  elsewhere  in  the 
country,  that  there  is  nonetheless  a  problem  with  the  infrastruc- 
ture that  has  not  been  maintained. 

Maybe  we  have  not  been  spending  the  money  well.  I  am  not  sure. 
There  seems  to  be  a  lot  of  evidence.  I  am  a  little  puzzled  by  Dr. 
Mudge's  statement.  I  am  not  yet  convinced  that  we  do  not  need  to 
do  something  about  deferred  maintenance. 

Mr.  Wise.  I  know  there  is  some  maintenance  going  on  because 
I  managed  to  get  delayed  three  times  at  home  by  orange  barrels 
closing  down  interstates  to  one  lane.  But  I  can  still  drop  a  hubcap 
on  a  secondary  road. 

I  will  turn  to  Dr.  Mudge. 

Mr.  Mudge.  I  think  the  data  that  I  am  referring  to  is  very  much 
pure  maintenance,  the  pot  hole  filling-in  expenditure.  It  does  not 
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necessarily  mean  that  is  the  right  level  of  spending.  All  it  says  is 
we  have  not  gotten  any  worse  in  that  area  over  the  last  20  or  30 
years.  The  place  where  we  have  gotten  worse  is  in  capital  spending 
and  that  is  a  lot  of  the  things  Dr.  Levy  is  talking  about.  The  major 
reconstruction,  resurfacing  of  roads  and  such,  that  is  part  of  capital 
spending  and  that  has  gone  over  the  cliff. 

Mr.  Wise.  What  about  significant  upgrading  in  maintenance  and 
repair;  DOT  has  a  statistic  that  says  50  percent  of  bridges  need  sig- 
nificant work  beyond  resurfacing? 

Mr.  Mudge.  I  think  you  have  to  be  careful  with  those  numbers. 
I  know  there  is  a  major  bridge  problem.  Whether  it  is  50  percent 
or  not,  you  have  to  look  at  the  types  of  bridges.  Bridges  seem  to 
last  a  lot  longer  than  people  think,  were  built  better  than  we 
thought.  The  major  ones  is  in  the  urban  areas,  a  place  like  New 
York  City,  if  it  needs  $250  or  $300  million  to  build  a  bridge,  there 
is  no  place  to  go.  There  is  no  financial  mechanism  to  handle  some- 
thing good. 

The  people  in  the  Public  Works  Departments  and  DOTs,  they 
will  take  whatever  money  they  can  and  fix  up  a  capital  investment 
and  try  to  stretch  the  life  of  something  longer.  The  real  problem 
is  they  are  deferring  the  $200  or  $300  million  capital  investment, 
because  if  they  spend  that  money,  it  means  they  are  doing  nothing 
else  elsewhere  in  the  State.  It  is  a  political  problem  as  well. 

Mr.  Wise.  Dr.  Ooms,  do  you  want  the  final  word  on  this? 

Mr.  Ooms.  I  would  not  like  to  see  any  more  fiscal  restraint  in 
1994  than  we  have  already  built  into  the  budget  agreement.  We 
are  increasing  fiscal  restraint  by  about  a  half  percent  of  GDP  in 
1994.  It  then  begins  to  level  off  a  bit. 

In  terms  of  its  long-term  goals,  Penny-Kasich,  for  the  reasons  I 
indicated  in  my  testimony,  is  unexceptionable.  But  as  a  matter  of 
short  term,  I  don't  think  the  timing  is  right. 

Second,  I  do  have  some  concern  about  a  reduction  in  the  discre- 
tionary cap  squeezing  out  investments. 

Mr.  Levy  is  correct.  If  we  do  the  accounting  correctly,  if  we  have 
unused  capacity  in  the  economy,  if  we  increased  investment,  that 
gets  financed  automatically  with  additional  saving.  We  have  what 
we  call  "crowding  in"  rather  than  "crowding  out."  That  is  a  win-win 
situation. 

You  cannot  do  that  over  the  long  term,  but  you  probably  can  do 
it  over  the  next  couple  of  years. 

I  guess  I  do  have  a  concern  that  if  you  bring  the  caps  down 
sharply,  it  is  always  easier  to  defer  something,  which  usually 
means  an  investment  program,  than  it  is  to  actually  cut  an  ongoing 
benefit  of  some  kind. 

I  would  be  somewhat  worried  about  a  continuation  of  the  shift 
in  the  budget  away  from  investment  into  consumption-type  expend- 
itures. I  should  say  this  is  a  personal  view  and  not  that  of  CED. 

Mr.  Wise.  Thank  you. 

Mr.  Hamburg. 

Mr.  Hamburg.  Thank  you,  Mr.  Chairman. 

I  thank  the  panel  for  your  testimony  and  for  all  that  you  have 
been  adding  since. 

I  wanted  to  ask  about  something  Professor  Thurow  brought  up. 
He  talked  about  the  amounts  of  Federal  money  available  for  R&D 
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at  his  institution,  saying  that  as  these  defense  cutbacks  kick  in, 
that  there  is  a  threat  to  the  R&D  budget,  his  institution,  and  given 
the  fact  that  so  much  R&D  spending  in  this  country  has  been  con- 
centrated on  the  military  over  the  past  40  years  during  the  Cold 
War. 

I  have  seen  estimates  between  60  and  70  percent  of  total  U.S. 
R&D  spending  is  military  related. 

Now  we  are  going  into  a  new  era  of  dual-use  technology,  maybe 
dual-use  R&D.  When  you  compare  the  figure  of  what  our  R&D  ex- 
penditure is  directed  towards  defense  compared  to  many  of  our 
competitors,  like  Japan,  where  I  understand  it  is  4  percent. 

I  know  all  these  figures  can  be  argued,  but  I  think  it  is  clear  that 
our  competitors  have  been  spending  more  of  their  research  and  de- 
velopment dollars  developing  domestic  technology  and  things  for 
consumer  markets  whereas  we  have  put  a  lot  more  in  defense. 

I  would  like  all  of  you  to  briefly  comment  on  that  as  you  see  it 
affecting  American  economic  productivity.  Do  you  think  this  is  an 
area  where  we  need  a  major  shift  or  is  this  new  emphasis  toward 
dual-use  and  switching  from  DARPA  and  to  ARPA  and  these  kinds 
of  things  talked  about  in  the  Clinton  administration,  are  they  ade- 
quate, in  your  view,  to  move  us  toward  an  economy  that  empha- 
sizes the  civilian  side  and  domestic  side  more  than  the  military 
side  of  things? 

Mr.  Levy.  There  is  the  question  of  what  in  the  long  run  should 
be  the  government's  role  in  R&D.  And  the  other  is  what  should  we 
do  with  the  special  circumstances  we  have  now  when  we  have  a 
rapid  release  of  a  large  number  of  highly  skilled,  highly  specialized 
scientists  and  engineers. 

I  think  we  have  to  look  at  that  as  two  problems.  My  sense  is  that 
there  is  a  role  for  certainly  the  Federal  Government.  I  don't  think 
that  we  would  have  the  satellite  communications  industry  today  if 
we  had  not  had  the  space  program,  or  if  we  did,  it  would  have 
taken  longer  to  develop.  There  are  certain  things  that  are  too  big 
to  be  done  outside  of  government. 

On  the  other  hand,  I  think  we  often  underestimate,  particularly 
in  looking  at  our  competitive  problems  over  the  last  15  years  or  so, 
we  underestimate  how  much  of  it  has  to  do  simply  with  how  busi- 
ness is  being  managed  or  other  trends  and  have  nothing  to  do  with 
what  government  is  doing. 

I  think  in  a  healthy  economy  where  you  have  full  employment, 
strong  profits,  business  would  in  time  absorb  a  lot  of  the  research 
function  on  its  own.  I  think  we  want  to  be  careful  about  long-term 
commitments  to  a  government  role  in  research  and  development, 
although  I  think  there  is  some  role.  But  I  think  we  need  to  address 
the  question  of  how  do  we  prevent  the  present  pool  of  human  cap- 
ital from  being  lost  or  diverted. 

Mr.  MUDGE.  I  would  like  to  agree  about  the  human  capital  prob- 
lem. We  think  there  is  a  transition.  If  you  look  at  the  U.S.  versus 
other  countries,  we  happen  to  be  over-lawyered  and  under-engi- 
neered. It  is  important  not  to  lose  that  research. 

I  am  not  expert  enough  in  that  area  to  know  how  you  transfer 
those  skills  to  domestic  areas.  As  far  as  transportation,  there  are 
two  important  characteristics.  First,  we  have  not  been  doing  our 
transportation  services  as  we  did  several  decades  ago.  There  are 
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important  things  underway;  smart  car,  smart  highway  is  impor- 
tant. 

The  Strategic  Highway  program,  which  is  now  finishing,  was  a 
congressionally  sponsored  research  program  to  help  reinvent  ways 
of  building  highways.  So  there  are  changes  underway.  We  need  to 
speed  that  up.  A  lot  of  that  is  an  institutional  problem.  It  is  hard 
to  get  people  who  have  been  doing  things  the  same  old  way  to 
think  differently. 

The  second  part  of  technology  and  R&D  that  is  important  is  that 
we  have  gone  out  and  looked  at  individual  firms  and  said,  how  do 
they  implement  productivity?  Good  transportation  is  key  but  tech- 
nology also  is. 

But  technology  tends  to  be  on  the  private  side  now.  It  is  better 
communications  that  are  linked  with  good  transportation.  If  you 
look  at  the  just-in-time  inventory  systems  and  how  they  operate,  it 
is  not  just  having  a  transportation  network  that  is  predictable  for 
how  long  it  will  take  the  truck  to  get  to  the  plant,  it  is  having  that 
integrated  with  the  total  communications  systems  which  up  until 
now  have  been  in  the  private  sector. 

Technology  and  R&D  is  extremely  important  on  both  sides.  I  will 
not  tell  you  what  is  the  right  way  for  the  Federal  Government  to 
help  in  that  transition,  with  the  human  resources  we  have  devoted 
to  the  domestic  problem. 

Mr.  Ooms.  I  would  concur  with  the  other  panelists,  also  I  think 
Mr.  Levy  is  quite  right  in  urging  caution  with  respect  to  how  far 
down  the  ladder  from  basic  research  to  commercial  R&D  the  Fed- 
eral Government  moves.  Except  for  a  few  special  areas  like  medi- 
cine and  agriculture,  the  historical  role  of  the  Federal  Government 
has  been  in  basic  research.  We  are  now  moving  down  the  ladder 
to  what  the  Bush  administration  and  the  Clinton  administration 
called  "generic  technology."  It  seems  to  me  that  is  appropriate  if  we 
exercise  some  care.  Once  you  get  down  into  the  commercial  area, 
it  seems  to  me  we  need  to  worry  a  lot  about  how  good  we  are  at 
using  the  public  sector  in  order  to  do  commercial-type  projects. 

When  you  begin  to  think  of  one  that  we  narrowly  missed,  the 
Concorde,  and  one  that  we  very  much  did  not  miss,  synfuels,  you 
begin  to  be  aware  that  there  are  some  real  dangers  here  in  which 
the  enthusiasms  of  the  moment  can  create  some  very,  very  costly 
types  of  mistakes. 

I  also  don't  know  what  to  do  about  the  transfer  of  human  re- 
sources with  respect  to  engineers.  They  are  a  vital  resource.  I  don't 
have  much  confidence  in  the  ability  of  the  government  by  itself  to 
figure  out  what  to  do  with  them.  I  think  Mr.  Levy  is  right  in  think- 
ing that  a  vibrant  private  economy  is  probably  the  best  hope  for 
getting  those  resources  used  again. 

There  are  some  problems  for  which  there  are  no  easy  answers. 
One  of  them  is  that  in  the  1980s  we  engaged  in  a  set  of  fiscal  ex- 
periments in  this  country,  many  of  which  are  now  reversed  for  bet- 
ter or  worse.  Those  reversals,  and  the  structural  change  that  goes 
along  with  them,  all  inevitably  going  to  entail  some  fairly  heavy 
economic  costs. 

The  problem  is  that  certain  regions  like  yours  and  certain  types 
of  workers  and  professionals  get  hit  by  those  costs  much  harder 
than  others.  I  think  we  have  a  strong  obligation  to  try  to  minimize 
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the  adjustment  costs.  But  I  am  not  sanguine  about  the  possibility 
of  the  Federal  Government  directly  substituting  for  defense  re- 
search in  this  regard. 

Mr.  Hamburg.  Some  economists  have  argued  that  one  place 
where  we  could  get  a  substantial  amount  of  the  money  we  need  to 
invest  in  infrastructure  and — of  course,  Dr.  Thurow  mentioned  two 
areas  that  he  thinks  we  especially  need  to  emphasize,  high-speed 
rail  and  electronic  highways. 

I  might  have  missed  any  comments  that  the  three  of  you  had  on 
those  as  priorities. 

I  know,  Dr.  Levy,  in  the  paper  I  read  by  your  institute,  your  em- 
phasis was  on  the  deferred  maintenance  problem.  I  am  sort  of  in- 
terested in  where  the  three  of  you  put  the  priorities  but  also  if  you 
would  comment  or  any  of  you  would  like  to  comment  on  this  possi- 
bility, that  moving  from  this  military-oriented  economy  to  a  non- 
military-oriented  economy,  there  is  a  lot  of  savings. 

I  almost  never  hear  people  talk  about  the  peace  dividend  any- 
more. It  has  kind  of  gone  up  in  smoke.  When  we  look  at  the  five- 
year  Clinton  budget,  we  do  see  some  cutbacks,  but  they  are  not 
nearly  as  dramatic  as  people  were  talking  about  when  the  Soviet 
Empire  fell  a  couple  of  years  ago. 

People  talk  about  $150  billion  would  do  quite  nicely  to  protect 
the  United  States  from  our  current  foes  out  there  and  would  free 
up,  theoretically,  at  least,  over  $100  billion  in  money. 

Dr.  Levy,  you  talk  about  a  $80  billion  program  over  two  years. 
The  Federal  expenditure  I  think  is  only  $478.5  billion,  because  the 
Federal  Government  picks  up  90  percent  of  the  interest  payments. 
I  know  this  is  a  little  out  of  your  area  since  you  are  not  military 
experts,  but  I  have  heard  economists  comment  on  that  saying  the 
money  is  being  spent  by  the  Federal  Government. 

If  you  don't  want  to  comment  on  that,  perhaps  you  can  comment 
on  what  you  think  the  infrastructure  priorities  should  be.  Should 
we  be  looking  at  the  roads  and  bridge  strategy.  Should  we  be  look- 
ing more  at  these  technologies  of  the  future  or  what  is  your  mix 
that  you  think  we  should  pursue? 

Mr.  Levy.  As  far  as  the  peace  dividend  goes,  there  are  two  kinds 
of  problems  you  can  have  in  an  economy,  two  basic  macroeconomic 
problems.  One  is  a  problem  when  you  are  resource  constrained, 
which  has  happened  in  this  country  only  during  wartime  in  modern 
history.  In  that  case,  if  you  freed  up  a  large  portion  of  the  resources 
committed  to  the  military — a  notable  example  would  be  the  end  of 
World  War  II,  you  would  reap  a  huge  dividend  because  you  could 
redeploy  those  resources. 

In  the  present  period,  we  are  not  resource  constrained;  we  have 
a  problem  with  weak  demand  which  has  to  do  with  the  failure  of 
a  lot  of  past  investments  to  pay  for  themselves.  This  is  keeping  pri- 
vate business  from  a  healthy,  fixed  investment,  which  is  the  nor- 
mal engine  of  growth  in  a  capitalist  economy. 

So  we  have  resources  and  we  had  them  two  or  three  years  ago, 
even  without  this  cut  or  without  any  other  cuts  that  may  occur  in 
the  military. 

I  want  to  again  emphasize  that  the  proposal  that  we  are  suggest- 
ing for  $80  billion  in  infrastructure,  which  is  not  all  Federal  ex- 
penditure, is  one  idea  and  something  that  might  be,  and  we  believe 


40 


would  be  a  very  effective  way  to  help  the  economy  and  work  on  a 
real  problem  in  the  next  couple  of  years.  It  by  no  means  represents 
all  that  needs  to  be  done. 

Again,  I  think  that  we  need  to  have  a  long-term  strategic  view 
of  our  infrastructure  needs.  Again,  I  think  the  Infrastructure 
Subcouncil  of  the  Competitiveness  Policy  Council  made  a  point  on 
that.  Maybe  it  did  not  go  far  enough  because  of  concerns  about  re- 
source constraints  which  is  a  product  of  the  way  we  are  doing  our 
accounting. 

Mr.  Mudge.  I  am  happy  to  comment.  My  impression  of  the  de- 
fense spending  is  that  we  already  spend  it  someplace.  It  has  not 
gone  to  infrastructure  over  transportation.  I  am  a  fan  of  tech- 
nology; I  would  take  technology  within  infrastructure  and  transpor- 
tation as  a  symbol  of  the  need  to  change  the  way  we  do  things. 

I  think  there  is  just  as  much  a  risk  to  sort  of  say  there  is  a  tech- 
nological solution  out  there.  Let's  MagLev  the  interstates  and  that 
is  the  answer.  That  does  not  get  at  the  heart  of  what  the  real  prob- 
lem is.  I  think  part  of  that  is  analytical.  We  don't  really  measure 
the  performance  of  how  well  we  are  doing.  We  have  an  idea.  We 
go  out  and  we  spend  it.  We  don't  go  back  and  say:  Did  we  spend 
it  right?  Have  we  done  a  good  job  with  the  public's  money? 

There  is  a  need  to  have  new  institutions  to  go  along  with  that. 
If  we  were  to  build  a  high-speed  rail  system  it  is  not  clear  who  is 
going  to  do  that  and  what  is  the  public-private  mix.  That  part  of 
it  is  harder  than  the  pure  technology  side  of  it. 

There  is  a  lot  of  change  that  has  happened.  In  the  last  10  years, 
the  whole  infrastructure  world  is  beginning  to  flip  over  and  to 
change  dramatically.  We  now  do  things  with  the  private  sector, 
whereas  at  one  time  there  was  a  brick  wall  between  the  public  and 
private  sector.  We  are  looking  at  new  technologies,  new  ways  of 
providing  services. 

I  think  the  more  we  can  do  to  speed  that  process  up,  the  sooner 
we  will  have  more  effective  transportation.  There  are  other  tech- 
nologies out  there  as  well  that  should  be  looked  at.  I  happen  to  be 
more  of  a  fan  of  F/HS  than  I  am  of  high-speed  rail.  But  we  need 
to  encourage  all  these  ideas  in  as  rapid  a  way  as  possible. 

Mr.  Ooms.  To  comment  on  the  peace  dividend,  I  think  from  the 
very  beginning,  there  was  some  misunderstanding  and  probably  ex- 
cessive expectations  about  how  large  the  peace  dividend  was  likely 
to  be.  I  am  certainly  not  a  military  expert.  I  cannot  tell  you  what 
the  right  level  of  defense  spending  is  for  the  future.  It  is  very  much 
a  value  question.  It  depends  on  what  one's  vision  is  for  the  United 
States  in  a  global  economy  of  the  future,  which  in  many  respects 
remains  a  rather  dangerous  world.  In  fact,  in  some  ways,  more 
dangerous  than  the  frightening  world  we  lived  in  before. 

I  certainly  don't  have  the  right  answer  except  to  say  we  see  the 
peace  dividend  appearing  in  the  very  large  reductions  in  defense 
expenditures  that  I  referred  to  in  the  statement,  although  it  in  the 
long-term,  it  is  certainly  true  that  we  could  force  those  down  even 
further  than  the  administration  is  projecting.  Again,  I  would  sug- 
gest that  given  our  recent  experience,  we  would  want  to  do  that 
over  a  very  long-term,  given  the  amount  of  dislocation  that  tends 
to  produce. 
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With  respect  to  the  proposed  mix  of  public  investment  expendi- 
tures on  incomes,  again,  I  am  not  an  expert  and  I  would  defer 
largely  to  my  two  colleagues  here.  My  cursory  reading  of  the  lit- 
erature suggests  that  it  depends  very  much  on  what  region  or  city 
you  are  talking  about  and  there  probably  is  not  any  general  an- 
swer. 

Certainly,  the  cost-benefit  studies  that  I  know  of  suggest  that 
there  are  very  heavy  costs  to  congestion,  especially  road  systems  in 
very  large  urban  areas,  especially  certain  airports  where  the  con- 
gestion timing  problem  now  has  become  extremely  severe  and  a  lot 
of  benefits  we  would  get  from  relieving  some  of  that  congestion  are 
not  benefits  that  would  normally  appear  in  our  normal  accounting 
measure. 

We  have  to  be  innovative  and  thoughtful  to  the  public  in  account- 
ing for  what  we  are  doing  with  their  monies  in  order  to  make  these 
investments.  There  is  very  large  payoffs  to  maintenance  on  road 
systems  and  on  bridges. 

I  guess  one  of  the  things  that  disturbs  me  about  some  of  the  dis- 
cussion on  this  is  that  we  know  that  selectively  if  we  target  the  in- 
vestments right,  there  are  very  large  payoffs  from  public  invest- 
ments in  a  number  of  different  areas. 

The  danger  is,  however,  that  the  institutional  process  that  we  go 
through  will  be  one  which  Mr.  Mudge  said  tends  to  make  public  in- 
vestment spending  into  more  of  a  revenue-sharing  proposition  than 
into  a  thoughtful,  well-targeted  public  investment  proposition. 

Given  the  scarcity  of  the  resources,  given  the  current  level  of  the 
caps,  to  say  nothing  about  if  they  go  down  further,  resources  are 
simply  too  scarce  to  do  that. 

We  have  to  be  more  effective  and  more  accountable  about  the 
way  we  do  our  public  investments  if  we  are  going  to  have  them 
survive  politically.  If  we  have  going  to  have  any  program,  much 
less  a  visionary  program  of  large  expenditures  over  long  periods  of 
time  survive  politically. 

Mr.  Hamburg.  I  think  that  is  absolutely  true.  I  think  it  is  one 
of  the  lessons  of  the  stimulus  bill  this  year;  in  the  Senate.  As  soon 
as  you  can  stick  that  "pork"  label  though,  you  are  running  into 
trouble.  I  wondered  if  you  had  meant  a  commission  to  determine 
how  the  public  funds  might  go? 

Dr.  Ooms,  your  statement  about  dislocation  that  occurs  as  a  re- 
sult of  changing  the  emphasis  of  how  we  spend  dollars  in  this  coun- 
try, being  from  California,  I  am  painfully  aware  of  that,  but  at  the 
same  time,  I  would  think  that  the  military  can  no  longer  stand  as 
a  kind  of  jobs  program.  I  think  one  thing  we  know,  and  you  econo- 
mists have  told  us,  is  that  military  spending  is  a  good  way  to 
produce  a  lot  of  jobs. 

I  think  in  your  study,  Dr.  Levy,  it  said  25,000  jobs  for  every  $1 
billion  spent  on  deferred  maintenance.  I  have  even  seen  estimates 
up  as  high  as  almost  spend  60,000  jobs  for  $1  billion  when  we 
spend  it  on  roads  and  bridges,  compared  to  military  spending 
which  tends  to  be  very  capital  intensive.  It  does  not  create  a  lot  of 
jobs. 

Finally,  Mr.  Chairman,  one  last  comment:  When  we  talk  about 
the  infrastructure,  and  Dr.  Thurow  testified  on  this,  and  we  have 
had  a  few  comments  about  human  capital,  but  I  think  we  have  to 
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put  emphasis  on  our  educational  system  and  way  it  is  faring.  When 
Dr.  Thurow  talked  about  the  income  collapse  for  men  and  woman 
18  to  24  years  of  age,  that  they  can  no  longer  in  any  way,  shape 
or  form  count  on  a  job  that  will  support  a  family. 

I  don't  remember  the  figure,  but  he  said  at  least  60  percent  of 
people  in  that  age  category  cannot  expect  to  earn  an  income  over 
$12,000.  We  see  where  over  60  percent  of  the  adults  in  the  country 
are  functionally  illiterate.  We  try  to  get  this  economy  moving. 

One  of  the  biggest  structural  problems  is  our  educational  system. 
It  is  not  producing  the  intellectual  and  learning  mass  that  we  need 
to  compete  and  to  produce,  you  know,  a  functioning  democrat  soci- 
ety. 

I  thank  you  very  much  Mr.  Chairman. 

Mr.  Wise.  I  thank  the  gentleman. 

I  recognize  the  gentlewoman  from  the  District  of  Columbia. 

Ms.  Norton.  Thank  you,  Mr.  Chairman. 

This  is  a  hearing  of  great  interest  to  me.  I  want  to  commend  you 
and  thank  you  for  holding  this  hearing  and  to  regret  publicly  that 
the  press  of  business  at  the  end  of  the  session  has  kept  me  from 
being  here. 

I  have  read  the  testimony  and  I  find  it  very  important  and  very 
useful  at  the  time  when  a  new  administration  has  literally  been 
forced  off  of  its  major  agenda  of  jobs  creation  and  infrastructure  re- 
building and  human  and  capital  investment,  by  virtue  of  the  deficit 
that  was  inherited. 

What  the  Chairman  has  done  is  to  refocus  the  administration 
and  the  Congress  on  what  indeed  the  American  public  expected  at 
the  last  election.  That  is  that  we  would  finally  begin  the  kind  of 
investment  which  your  testimony  so  tellingly  describes.  I  appre- 
ciate the  time  and  effort  that  went  into  this  testimony.  I  especially 
appreciate  the  work  of  the  Chairman  in  making  sure  that  this  Con- 
gress and  this  administration  stays  focused  on  what  is  truly  of 
greatest  importance  to  our  constituents. 

Mr.  Wise.  I  thank  the  gentlewoman. 

I  have  to  acknowledge  you  said  it  better  than  I  did.  I  appreciate 
that  very  succinct  analysis. 

I  want  to  thank  our  panel  very  much.  I  want  to  note  that  this 
is  the  first  of  several  hearings.  I  do  believe  there  is  a  need  for  focus 
on  infrastructure  and  the  role  of  growth  in  this  economy.  The  sub- 
committee is  not  named  the  Economic  Development  Subcommittee 
loosely.  It  is  going  to  adhere  to  that  role  extremely  aggressively 
and  assertively  in  the  months  to  come. 

We  appreciate  you  for,  in  many  ways,  providing  our  benchmark. 
We  look  forward  to  hearing  more  from  you  in  the  future.  We  appre- 
ciate your  time. 

I  declare  this  hearing  adjourned. 

[Whereupon,  at  2:10  p.m.,  the  subcommittee  was  adjourned.] 
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Mr.  Chairman,  I  thank  you  and  the  members  of  the  subcommit- 
tee for  the  opportunity  to  testify.   The  Jerome  Levy  Economics 
Institute  has  been  working  since  1990  on  concepts  to  overcome  the 
economic  challenges  of  this  decade  with  a  heavy  focus  on  infra- 
structure investment,  so  I  am  deeply  gratified  to  be  here  this 
morning.   My  statement  today  reflects  my  own  research  as  well  as 
that  of  the  Institute's  permanent  staff,  visiting  scholars, 
associates,  and  conference  participants  who,  in  keeping  with  the 
Institute's  nonpartisanship,  represent  a  broad  range  of  view- 
points. 

Increased  spending  for  public  infrastructure  makes  enormous 
sense  in  the  middle  1990s  for  four  reasons:  to  improve  safety  and 
the  quality  of  life;  to  heighten  national  competitiveness,  as 
argued  effectively  by  the  Competitiveness  Policy  Council  (which  I 
have  been  fortunate  to  serve  as  a  member  of  the  Infrastructure 
Subcouncil)  ,-  to  improve  the  fiscal  soundness  of  federal  financial 
activity;  and,  of  particular  importance,  to  accelerate  growth  and 
create  jobs. 

To  reduce  unemployment  and  underemployment,  we  first  must 
recognize  that  the  economy's  problems  during  the  early,  middle, 
and  possibly  late  1990s  are  far  more  profound  and  long- lasting 
than  a  simple  recession,  and  in  fact  they  transcend  the  business 
cycle.   We  are  in  a  period  of  depressed  private  fjyej  investment  - 
the  result  of  chronic  overcapacity,  excessive  debt,  and  related 
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financial  problems.   This  overcapacity  is  evident  everywhere  from 
half -vacant  office  buildings  to  underutilized  chemical  plants, 
from  empty  airplane  seats  to  shuttered  storefronts.   The  all- too  - 
familiar  symptoms  have  been:  a  dearth  of  business  expansions; 
ubiquitous  downsizings,  restructurings,  and  permanent  layoffs; 
and  a  growth  rate  so  far  in  the  199  0s  that  is  worse  than  in  any 
decade  since  the  1930s. 

what  do  overcapacity  and  weak  investment  have  to  do  with 
jobs?  The  link  between  investment  and  prosperity  is  powerful  and 
direct.   When  investment  booms,  so  do  profits,  employment,  and 
growth.   When  it  slumps,  as  in  the  1990s,  then  businesses,  work- 
ers, and  output  all  suffer. 

Investment  in  private  structures  and  equipment  remains 
exceedingly  weak  by  post -World-War- II  standards  in  spite  of 
recent  gains  in  business  equipment  outlays  and  home  building. 
Net  private  fixed  investment  --  which  measures  the  growth  of  our 
private  stock  of  housing,  nonresidential  structures,  and  business 
equipment  --  averaged  over  6%  of  GDP  from  1947  to  1989  and  was 
never  below  4%,  except  during  the  1982  recession,  when  it  fell 
almost  to  3%.   But  in  the  1990s,  net  private  fixed  investment 
fell  to  2%  of  GDP,  and  even  now,  after  two-and-a-half  years  of 
recovery,  it  is  barely  over  3%  --  on  par  with  the  bottom  of  the 
1982  recession. 
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The  cyclical  recovery  that  we  have  been  experiencing,  uneven 
and  unsatisfactory  though  it  has  been,  would  have  been  far  worse 
without  a  huge  fiscal  boost  from  the  U.S.  government.   The  defi- 
cit is  a  great  stabilizer  of  the  economy,  offsetting  the  weakness 
in  private  investment  by  providing  a  huge  stimulus.   The  economy 
is  presently  too  beset  with  problems  to  sustain  growth  without  a 
large  fiscal  stimulus. 

Thus,  there  is  danger  ahead.  As  deficit  reduction  impacts 
the  economy  in  the  first  half  of  next  year,  a  sharp  slowdown  is 
highly  probable,  and  a  recession  is  a  serious  possibility.  The 
widespread  expectation  that  lower  interest  rates  will  offset  this 
effect  is  ill-founded,  as  indicated  by  powerful  new  research  by 
Steven  Fazzari  published  by  the  Levy  Institute. 

We  need  to  protect  the  economy  from  the  impact  of  deficit 
reduction  in  1994,  and  we  need  to  provide  a  sustained  stimulus  to 
help  the  economy  bridge  the  remaining  years  of  retrenchment  in 
private  investment.   However,  I  need  hardly  comment  on  the  polit- 
ical climate  for  deliberate,  additional  deficit  spending. 

Spending  on  public  works  would  not  even  be  considered  defi- 
cit spending  under  a  proper  accounting  system,  of  course.   But 
under  federal  accounting  rules,  they  are,  and  at  least  for  now 
that's  what  we  have  to  live  with. 
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Fortunately,  a  new  infrastructure  program  can  still  be  the 
answer  to  the  dilemma,  "How  can  we  increase  fiscal  stimulus  while 
reducing  the  federal  deficit?"   Expenditures  for  public  transpor- 
tation, water,  and  waste  facilities  are  uniquely  suited  to  a 
program  being  developed  at  the  Levy  Institute  that  could  solve 
this  conundrum.   The  central  concept  is  to  offer  state  and  local 
governments  a  new  subsidy  for  infrastructure  in  a  manner  that 
will  have  little  impact  on  the  deficit.   Instead  of  the  federal 
government  offering  an  up-front,  lump-sum  grant,  it  would  commit 
to  reimbursing  state  and  local  governments  for  the  interest   they 
pay  en  the  bonds  used  to  finance  the  construction  projects. 
Thus ,  the  federal  government ' s  share  would  be  spread  over  the 
lifetime  of  the  new  infrastructure  investments,  just  as  it  would 
be  if  the  federal  government  kept  its  books  according  to  General- 
ly Accepted  Accounting  Principles. 

A  Levy  Institute  team  headed  by  its  president,  Ned  Regan, 
the  former  New  York  State  Comptroller,  has  employed  the  interest - 
reimbursement  concept  in  a  proposal  for  a  one-time,  last-chance 
program  of  sharply  reducing  deferred  maintenance.  Such  a  program 
would  be  pork- resistant,  could  be  implemented  quickly  without 
environmental  impact  studies  and  other  delays,  and  would  be  an 
effective  stimulus  to  the  economy  and  job-creation.   Finally,  the 
proposal  would  require  bond  covenants  assuring  proper  maintenance 
in  the  future. 
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Spending  for  constructing  or  rebuilding  needed  infrastruc- 
ture is  as  clear  a  case  of  public  investment  as  exists,  for 
unlike  other  expenditures,  it  provides  a  tangible  stream  of  bene- 
fits over  a  readily  estimated  number  of  years.   Revitalizing  our 
infrastructure  makes  great  sense  because  it  is  not  a  mere  "jobs" 
program,  although  it  would  be  enormously  effective  in  creating 
jobs.   In  addition,  it  would  also  increase  the  nation's  wealth 
and  quality  of  life,  improve  productivity,  and  heighten  national 
competitiveness . 


Americans  are  rightfully  demanding  that  their  government  ac: 
responsibly  and  in  accordance  with  the  country's  long-term  inter- 
ests.  But  in  reality,  the  measure  of  how  well  we  serve  our 
children  and  grandchildren  will  not  be  the  size  of  the  federal 
debt  but  their  health,  their  education,  the  cleanliness  of  their 
environment,  and  the  safety,  efficiency,  and  international  com- 
petitiveness of  their  country's  infrastructure. 
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ADDENDUM 

Part  1:  Economic  Behavior  in  the  1990s  Does  Not  Pit  the  Post- 
World-War-II  Mold 

History  indicates  that  economic  growth  is  not  characterized 
by  a  consistent  trend  but  comprised  of  booms  that  last  for  dec- 
ades and  extended  periods  of  stagnation  or  depression,  usually 
associated  with  financial  crises.   From  the  early  1980s  through 
the  early  1990s,  one  extraordinary  financial  crisis  occurred 
after  another:  the  saving  &  loans,  the  farm  credit  system,  com- 
mercial banks,  overleveraged  companies,  real  estate,  junk  bonds, 
insurance  companies,  pension  funds,  state  governments,  and  so 
forth.  While  each  crisis  involved  special  circumstances,  they 
all  at  least  in  part  reflected  growing  inability  of  past  invest- 
ments to  pay  for  themselves. 

As  the  1980s  gave  way  to  the  1990s,  broader  economic  prob- 
lems emerged,  and  the  familiar  pattern  of  postwar  business  cycles 
was  broken  by  a  recession  few  economists  expected  or  could  ex- 
plain and  a  strangely  lethargic,  sometimes  invisible  recovery. 

Chart  1  compares  how  total  corporate  profits  performed 
during  the  eight  postwar  recoveries.  The  numbers  on  the  bottom 
axis  indicate  quarters  since  the  recession  trough,  and  the  verti- 
cal scale  indicates  the  cumulative  percentage  change  in  profits 
since  the  recession  trough.  The  latest  expansion,  indicated  by 
the  bold  line,  is  clearly  the  weakest.   Frofits  rebounded  at  the 
stare  of  every  previous  recovery,  but  profits  did  not  begin  to 
recover  until  three  quarters  after  the  last  recession  ended. 
And  the  trend  remained  far  below  that  of  every  other  recovery, 
except  for  the  '80- '81  recovery,  which  was  retarded  and  then 
aborted  by  the  Fed  and  a  prime  rate  over  20%. 

Chart  2  shows  that  employment,  the  primary  standard  by  which 
most  Americans  judge  the  economy's  health,  has  also  exhibited 
dismal  and  unusual  behavior  in  the  recent  expansion  --  by  far  the 
worst  of  any  postwar  recovery.  Nonfarm  payrolls  continued  to 
slip  after  the  recession  trough  and  did  not  rise  above  their 
level  at  the  recession's  end  for  fourteen  months,  or  eighteen 
months  if  we  consider  only  private  payrolls. 

Nearly  two-and-a-half  years  after  the  1990  downturn,  a  panel 
of  business  cycle  experts  at  an  the  American  Economics  Associa- 
tion conference  pondered  possible  causes  of  the  slump  but  failed 
to  come  up  with  a  satisfactory  explanation.  One  panel  member, 
Professor  Robert  E.  Hall,  who  is  the  chairman  of  the  National 
Bureau  of  Economic  Research  committee  that  makes  the  official 
determination  of  expansion  tops  and  recession  bottoms,  reflected 
the  sentiments  of  many  business  cycle  scholars  when  he  concluded, 
"■You  cannot  explain  this  one . " 
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Indeed,  it  cannot  be  understood  as  an  isolated  recession. 
The  explanation  lies  in  longer  term  phenomena:  the  end  of  the 
more -than- four -decade  postwar  investment  boom  because  of  epidemic 
overcapacity. 

Part  2:  Origins  and  Evidence  of  Overcapacity 

The  overcapacity  and  excessive  debt  problems  of  the  1990s 
did  not  appear  suddenly  but  rather  evolved.   In  1946,  after  15 
years  of  depression  and  war  during  which  little  private  fixed 
investment  had  occurred,  America  found  itself  with  a  dire  short- 
age of  fixed  assets.   Therefore,  with  the  help  of  huge  financial 
reserves  built  during  the  war,  we  enjoyed  several  decades  of 
vigorous  fixed  investment  and  strong  growth  as  the  economy  raced 
to  meet  demands  for  housing,  industrial  capacity,  and  commercial 
buildings .   The  economy  eventually  caught  up  with  demand  for 
fixed  assets,  overshot,  and  we  ended  up  with  widespread  and 
increasing  overcapacity  in  the  1980s. 

Chart  3  offers  evidence  of  this  evolution  of  overcapacity: 
This  chart  shows  manufacturers'  rate  of  capacity  utilization 
since  the  late  1940s.   The  trend  line  is  to  call  attention  to  a 
steady  decline  in  utilization  during  the  past  quarter  century. 
Each  cyclical  peak  since  the  1960s  was  progressively  lower.   In 
1966,  the  factory  operating  rate  reached  nearly  92%.   In  1989, 
the  last  peak,  it  barely  hit  85%. 

Moreover,  this  chart  understates  the  problem  because  much 
more  of  the  pre- 1970,  idle  capacity  was  intentional,  not  the 
consequence  of  lower- than- expected  sales.  During  periods  of 
rapid  growth,  such  as  1946  through  1973,  when  many  new  facilities 
with  "room  to  grow"  are  completed,  there  is  a  great  deal  of  idle 
capacity  that  is  desired,  a  provision  for  future  expansion.  But 
during  the  1980s,  after  much  slower  manufacturing  growth,  and 
especially  during  the  1990s,  growth  expectations  were  diminish- 
ing, so  capacity  utilization  rates  should  have  risen,  not  fallen. 
Of  course,  the  real  proof  of  severe  overcapacity  is  the  parade  of 
permanent  plant  shutdowns  at  GM,  IBM,  Procter  &  Gamble,  and  so 
many  other  corporations. 

The  overcapacity  caused  by  excessive  real  estate  development 
is  represented  well  by  the  problems  in  the  market  for  office 
space.   The  national  office  occupancy  rate  (chart  4}  plunged  in 
the  1920s  and  '30s  because  of  overbuilding  and  then  depression, 
but  it  recovered  in  the  1940s.   Shortly  after,  World  War  II,  it 
exceeded  99%.  This  extreme  scarcity  of  space  led  to  a  boom  in 
office  construction,  and  the  occupancy  rate  gradually  came  down 
to  a  comfortable  level.   But  we  kept  on  building  faster  than 
demand  was  growing,  until  the  occupancy  rate  fell  to  82%  in  the 
1980s.  Similar  stories  can  be  told  for  retail  and  hotel  space. 

Overcapacity  is  a  problem  within  the  service  and  distribu- 
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cion  sectors,  for  which  the  government  has  no  capacity  utiliza- 
tion statistics.   Retailing,  air  travel,  restaurants,  various 
categories  of  legal  services,  banking,  and  other  industries  face 
or  have  recently  faced  overcapacity  problems  that  are  much  more 
profound  and  enduring  than  mere  cyclical  imbalances.  Again,  the 
proof  is  in  corporate  downsizings  and  business  closings. 

Part  3:  Evidence  of  Private  Fixed  Investment  Weakness  Unprece- 
dented in  the  Postwar  Period 

Chart  5  provides  quantitative  evidence  of  the  investment 
slump.   Prom  the  late  1940s  to  the  1980s,  total  private  fixed 
investment  --  that  is,  investment  in  housing,  nonresidential 
structures,  and  producer's  durable  equipment  --  was  virtually 
always  at  least  14%  cf  GDP.   But  in  the  1980s,  the  fixed  invest- 
ment share  first  ballooned  --  reflecting  heavy,  largely  specula- 
tive construction  --  and  then  declined  into  the  1990s  and  to  a 
low  of  12.8%.   The  two -and- a -half -year -old  recovery  has  not 
returned  fixed  investment's  share  of  the  economy  to  its  pre-1990 
range . 

Of  course  much  of  gross  investment  is  merely  to  replace  what 
has  worn  out  or  been  lost  or  destroyed.   Chart  6  presents  a 
perspective  on  net  investment,  the  outlays  that  increase  the 
nation's  private  stock  of  structures  and  equipment.   Net  invest- 
ment as  a  share  of  GDP  reached  a  postwar  low  in  the  early  199  0s 
at  about  a  third  of  its  postwar  average.   Even  after  over  two 
years  of  economic  recovery,  this  ratio  is  barely  back  into  the 
postwar  range- -in  the  second  and  third  quarters,  it  was  level 
with  the  low  attained  at  the  bottom  of  the  1982  recession. 

Thus,  the  1990-91  recession  and  subsequent  recovery  have 
been  different  from  previous  postwar  business  cycles  because  they 
reflected  profound,  long-term  weakness  in  fixed  investment,  not 
short-term  adjustments. 

Part  4:  The  Economy  Needs  a  Large  Government  Stimulus  for  a  Pew 
More  Years 

In  the  1990s  the  federal  deficit  is  helping,  not  hurting  the 
economy.   This  is  not  to  say  that  the  deficit  and  rising  federal 
debt  are  not  serious  concerns.  The  United  States  should  not  run 
deficits  that  are  5%  of  GDP  indefinitely.   Nor  should  we  put  off 
until  tomorrow  efforts  to  improve  the  soundness  of  federal  finan- 
cial activity.   But  we  must  understand  that  the  deficits  of  the 
1990s  --  and  this  applies  only  to  the  1990s  --  are  symptoms  of 
the  economic  malaise,  not  the  cause.   Policies  designed  to  reduce 
or  eliminate  the  deficit  that  fail  to  address  the  larger  economic 
situation  are  flirting  with  failure- -or  worse. 

The  "Crowding -out"  Theory,  which  dominates  national  thinking 
orr  the  subject  of  deficits,  asserts  that  heavy  federal  borrowing 


52 


requirements  and  a  lack  of  household  saving  drive  up  interest 
rates,  stunting  private  investment.   The  verity  of  crowding  out 
goes  virtually  unquestioned  in  many  policy  discussions,  yet  it  is 
ill-founded. 

The  relationship  between  federal  deficits  and  interest 
rates,  or  national  saving  and  interest  rates,  is  dubious  on  both 
theoretical  and  empirical  grounds.  As  the  national  saving  rate 
declined  during  the  past  decade-and-a-half ,  interest  rates  came 
down.   And  rates  fell  to  modern  lows  in  the  '90s  as  the  deficit 
swelled  to  record  highs. 

Even  if  we  assume  that  interest  rates  are  linked  to  the 
deficit,  the  evidence  still  indicates  that  deficits  have  done 
more  to  increase  business  investment  in  the  past  decade  than  to 

reduce  it. 

In  reality,  the  stimulative  effects  of  deficits  on  sales 
growth  and  profits  are  strong,  positive  influences  on  business 
investment,  but  interest  rates  are  a  weak  influence.   The  evi- 
dence is  in  The  Levy  Institute's  Policy  Brief  I£  by  Professor 
Steven  Fazzari.   He  analyzes  the  investment  behavior  of  over  five 
thousand  firms  and  finds  that  not  only  is  the  cost  of  capital  a 
minor  influence  on  investment  compared  to  sales  growth  and  inter- 
nal cash  flow,  but  that  it  is  questionable  whether  interest  rates 
have  any  effect  at  all  for  healthy,  growing  firms!   Steve  Faz- 
zari • s  work  blows  a  huge  hole  in  the  conventional  wisdom  concern- 
ing capital  gains  taxes,  deficits,  and  other  policy  issues. 

Fazzari 's  finding  will  shock  a  lot  of  economists,  but  not 
many  chief  executives.   The  financial  evaluations  of  investment 
projects  into  which  interest  rates  are  plugged  are  subject  to 
enormous  uncertainties:  forecasts  of  sales,  materials  and  labor 
costs,  product  pricing,  general  inflation,  market  share,  etc. 
Executives  know  that  these  projections  are  generally  far  too 
imprecise  for  a  few  percentage  points  on  interest  rates  to  make 
or  break  a  project.   Fortunately,  they  usually  do  have  clear 
competitive  strategies,  which  guide  their  capital  investment. 
Thus,  investment  decisions  are  more  strategic  in  nature  than 
financial . 

While  it  is  true  that  an  extreme  interest  rate,  like  the  20% 
prime  rate  of  1981,  can  stunt  investment,  one  has  difficulty _ 
finding  executives  who  blame  interest  rates  for  limiting  their 
investment  during  the  1990s.  And  the  idea  that  capital  is _ too 
expensive  is  especially  suspect  for  publicly- traded  companies 
whose  stock  has  been  selling  at  historically  high- -in  many  cases 
astronomical  --  earnings  multiples. 

Lower  interest  rates  do  increase  residential  investment,  but 
other-  important  influences- -poor  job  security,  shattered  illu- 
sions about  real  estate  as  an  investment,  and  trouble  raising 
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down  payments- -have  been  limiting  the  gains.   Furthermore,  hous- 
ing is  less  than  one -third  of  total  private  fixed  investment. 

The  bottom  line:  weak  investment  is  clearly  the  result  of 
overcapacity,  not  of  the  federal  deficit.  Again,  the  deficit  in 
the  1990s  (but  not  always)  is  largely  a  symptom  of  a  weak  private 
economy;  it  is  not  a  cause  of  economic  weakness.  Cutting  the 
deficit  will  not  magically  revive  capital  spending.   Instead,  it 
will  slow  the  economy,  reduce  profits,  and  therefore  discourage 
investment. 

Deficit  reduction  will  become  dramatically  easier  once  the 
overcapacity  and  financial  problems  of  the  private  sector  are 
resolved,  and  private  investment  becomes  robust  once  again. 
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DAVID  A  LEVY 

David  A.  Levy,  is  vice  chairman  of  the  Jerome  Levy  Economics 
Institute  and  director  of  the  Institute's  Forecasting  Center. 

The  Levy  Institute,  located  at  Bard  College  in  upstate  New  York, 
is  a  nonpartisan,  independently  endowed  research  organization 
which,  through  economic  study,  works  to  generate  viable, 
effective  public  policy  responses  to  important  economic  problems. 
The  Institute's  Forecasting  Center  employs  a  macroeconomic 
approach  focusing  on  corporate  profits  to  analyze  and  forecast 
U.S.  economic  conditions. 

Since  1978  Mr.  Levy  has  co-authored  Industry  Forecast,    America's 
oldest  paid-circulation  monthly  economic  newsletter  with  his 
father,  economist  S  Jay  Levy.   Prior  to  that  Mr.  Levy  worked  as  a 
market  researcher  in  advertising. 

In  1992  Mr.  Levy  was  named  to  the  Public  Infrastructure 
Subcouncil  of  The  Competitiveness  Policy  Council. 

Mr.  Levy  has  written  extensively  on  economic  issues.   He  is  the 
co-author  of  Profits  and  the  Future  of  American  Society   (Harper  & 
Row  1983;  paperback  1984,  New  American  Library),  which  explains 
how  a  macroeconomic  perspective  on  the  economy's  generation  of 
profits  provides  insight  into  improving  economic  performance  and 
is  currently  working  on  a  book  about  the  economic  problems  of  the 
1990s.   Mr.  Levy  has  written  articles  for  the  New  York  Times, 
Forbes,    Challenge,    and  other  business  and  economic  periodicals. 
He  has  been  widely  quoted  in  the  business  and  financial  press 
including  Forbes,    Business  Week,    Financial   World,    The  New  York 
Times   and  The   Wall   Street   Journal.      He  has  made  numerous 
appearances  on  television  and  radio  programs. 

Mr.  Levy  also  acts  as  a  consultant  to  industrial  corporations, 
financial  institutions  and  other  business  organizations,  helping 
clients  determine  operational  and  financial  strategies. 

In  1977  Mr.  Levy  graduated  magna  cum  laude  in  mathematics  from 
Williams  College,  where  he  was  elected  to  Phi  Beta  Kappa.   In 
1982  he  received  a  Masters  in  Business  Administration  from 
Columbia  University  Graduate  School  of  Business,  where  he  was 
elected  to  Beta  Gamma  Sigma,  the  national  business  school  honor 
society.   He  serves  on  the  business  school's  Alumni  Board. 

Mr.  Levy  was  born  on  February  15,  1955.   He  and  his  wife,  Judith 
N.  Butler,  reside  with  their  two  children  in  Pound  Ridge,  N.Y. 
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Good  Morning  Mr.  Chairman  and  Members  of  the  Subcommittee: 

My  name  is  Dr.  Richard  Mudge.  I  am  President  of  Apogee  Research,  a  public  works 
consulting  firm  that  specializes  in  economics,  finance,  and  policy  research.  Prior  to  founding 
Apogee,  I  served  as  Chief  of  the  Public  Investment  Unit  of  the  Congressional  Budget  Office. 


Apogee's  clients  include  a  wide  range  of  public  and  private  organizations,  but  my 
comments  today  represent  my  own  personal  views.  Over  the  years,  I  have  prepared  a  wide 
variety  of  studies  related  to  the  economic  value  of  infrastructure  investments.  Clients  for  these 
projects  include  FHWA,  the  Corps  of  Engineers,  the  FAA,  state  and  local  agencies,  and  private 
groups. 


WHAT  IS  OUR  INFRASTRUCTURE  PROBLEM? 

It  Is  Not  a  "Needs"  Based  Problem 

First,  what  is  not  the  problem?  The  problem  is  not  "America  in  Ruins."  While 
the  physical  condition  of  much  of  our  public  works  certainly  could  be  better,  with  the 
important  exception  of  some  of  our  urban  areas,  this  problem  does  not,  I  believe,  threaten 
our  economic  or  social  well  being.  The  "America  in  Ruins"  paradigm  that  was  most 
popular  in  the  early  1980s  encourages  several  misleading  perceptions: 

•  The  focus  is  on  huge  amounts  of  money  --  $3  trillion  is  usually  the  minimum 
required  to  play  the  needs  game.  While  the  number  is  meant  to  shake  the 
public  into  action,  in  reality  it  implies  a  problem  so  massive  as  to  be  beyond 
any  hope  of  solution; 

•  By  emphasizing  long  lists  of  projects,  it  perpetrates  the  image  of  public  works 
as  pork  barrel; 

•  An  emphasis  on  engineering  cost  estimates  provides  no  sense  of  the  reasons 
we  should  consider  investing  large  sums  of  money  in  infrastructure  --  the 
economic,  health,  or  life  style  benefits  that  infrastructure  can  provide;  and 

•  Because  the  focus  is  on  fixing  up  existing  investments,  it  encourages  a  mind 
set  that  does  not  encourage  new  ways  to  solve  problems. 

But  then,  what  are  the  major  dimensions  of  the  public  works  problem? 


63 


Part  of  a  General  Shortfall  in  Capital  Investment 

Very  simply,  economic  output  is  a  function  of  capital,  labor,  and  the  availability 
of  natural  resources.  Given  the  limited  extent  of  new  natural  resources  to  be  discovered 
and  exploited  and  the  predictable  growth  in  our  available  labor  force,  the  productivity 
with  which  we  use  our  resources  remains  the  one  key  determinant  of  economic  growth 
that  we  can  influence. 

In  recent  decades,  the  rate  of  growth  in  U.S.  productivity  has  lagged  significantly 
behind  what  we  achieved  in  previous  generations  and  behind  that  of  our  major  industrial 
competitors  (with  the  U.S.  at  about  one  percent  a  year  increase,  Western  Germany 
around  2  percent  and  Japan  about  3  percent  a  year). 

The  key  force  behind  this  slower  rate  of  growth  appears  to  be  the  lower  rate  of 
capital  investment  --  linked  with  a  higher  rate  of  consumption.  This  decline  in  capital 
spending  is  not  limited  to  just  the  private  sector.  The  public  sector  has  also  reduced  its 
relative  level  of  investment  in  public  capital.  Transportation  investment  (including 
rehabilitation  and  reconstruction)  has  dropped  from  1.3  percent  of  GNP  in  the  early 
1960s  to  less  than  0.8  percent  today.  New  capital  investment  serves  as  a  catalyst  for 
research  and  development  and  a  series  of  improvements  in  new  technology  and 
management  techniques.  Over  the  past  few  years,  a  series  of  new  research  has  shown 
that  adequate  public  capital  is  a  key  part  of  developing  this  "virtuous  circle"  of  economic 
growth. 

The  primary  conclusion  is  that  we  need  to  do  more.  How  much  more  and  what 
type  of  more  is  less  obvious.    In  fact,  more  of  the  same  is  not  necessarily  the  answer. 


The  Link  Between  Transportation  and  Private  Economy  is  Underestimated 

I  believe  that  the  classic  evaluation  tools  of  economists  —  comparison  of  costs  and 
benefits  —  underestimates  by  very  significant  amounts  the  economic  benefits  that  good 
public  works  provide  to  the  private  sector. 

Firm-level  case  studies  show  that  the  relationship  between  transportation  and 
productivity  is  robust  and  widespread,  covers  most  major  industries,  every  region  of  the 
country,  and  all  modes  of  transportation.1    Transportation  improvements  appear  to  lead 


1  Apogee  Research,  "Case  Studies  of  the  Link  Between  Transportation  and  Economic 
Productivity,"  prepared  for  the  Federal  Highway  Administration,  (January,  1991)  and 
"Transportation:  Key  to  a  Better  Future,"  prepared  for  AASHTO,  (December,  1990). 
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to  a  chain-reaction  of  effects  that  improve  productivity.  Further,  there  often  appears  to 
be  a  clear  interaction  between  high  technology  and  transportation  with  electronic 
communication  playing  just  as  important  a  role  in  an  effective  supply  chain  as  does  the 
timely  movement  of  goods. 

The  mechanisms  for  these  improvements  include: 

•  Reducing  botdenecks  in  production  and  management; 

•  Adding  flexibility  to  what  gets  produced  and  how  this  is  accomplished; 

•  Improving  access  to  labor;  and 

•  Permitting  greater  specialization  of  corporate  functions. 

The  conclusion:  transportation  is  as  much  an  engine  for  private  sector  growth 
today  as  it  has  been  throughout  U.S.  history.  The  ways  in  which  it  stimulates  growth  are 
quite  different,  however. 

Focus  Should  Be  On  How  Well,  Not  How  Much 

Throughout  most  of  the  economic  history  of  transportation,  the  quality  of  the 
system  has  been  measured  in  rather  straightforward  terms  --  the  number  of  ton-miles  of 
cargo  moved,  or  the  number  of  passenger  miles  produced.  These  measures  had  greater 
meaning  in  an  economy  dominated  by  heavy  manufacturing  and  agriculture. 

Today's  world  of  international  competitiveness  depends  more  on  quality  of  service 
than  on  bulk.  Will  the  traffic  keep  us  from  getting  to  our  meeting  on  time?  Will  the 
auto  parts  arrive  as  scheduled  to  meet  the  needs  of  the  just-in-time  manufacturing  system? 
Will  the  over-night  delivery  system  make  sure  that  the  spare  micro-chip  arrive  in  time? 
The  economic  costs  of  relatively  small  changes  in  the  level  of  service  can  snowball  very 
quickly. 

In  sum,  the  degree  of  satisfaction  with  the  transport  system  depends  much  more 
on  how  well  the  service  is  provided  than  on  how  much  service  is  provided.  This  change 
has  significant  implications  for  the  types  of  investments  that  we  make. 
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SOLUTIONS 

Is  ISTEA  The  Answer? 

The  new  Intermodal  Surface  Transportation  Efficiency  Act  of  1991  represents  the 
most  dramatic  change  in  federal  and  thus  national  transportation  policy  since  1956. 
ISTEA  provides  a  formal  framework  that  recognizes  many  trends  that  had  been  underway 
for  years  and  encourages  others  that  are  relatively  new.  The  key  changes  include 
increased  flexibility  in  the  ways  in  which  federal  funds  can  be  used;  a  requirement  for 
a  much  more  open  and  inclusive  planning  process,  and  an  encouragement  to  DOTs  and 
MPOs  to  use  innovations  in  technology  and  in  transportation  solutions. 

While  the  scale  and  extent  of  these  changes  has  disturbed  some  in  the 
transportation  community,  overall  the  act  represents  a  major  positive  step  forward.  It  is 
not  a  full  solution,  however. 


Not  a  Financial  Solution 

While  ISTEA  authorized  a  large  level  of  federal  funds,  after  adjusting  for  inflation, 
the  likelihood  of  cuts  through  the  obligations  ceiling  process  and  appropriations,  and  the 
heightened  expectations  from  new  interest  groups,  provides  a  marginal  increase  at  best. 
The  prospects  for  increased  federal  funding  in  the  near  future  are  non-existent  unless 
linked  with  tax  increases. 

Recent  history  at  the  state  level  shows  that  the  public  is  often  willing  to  pay  higher 
user  fees  if  there  is  a  prospect  for  improved  services.  ISTEA  also  encourages  the  use  of 
public  and  private  toll  roads,  state  transportation  banks,  and  a  range  of  other  innovations. 
How  fast  and  to  what  extent  are  state  and  local  governments  are  willing  to  take  advantage 
of  these  new  options?  One  option  might  be  through  technical  corrections  to  ISTEA  to 
make  the  act  slightly  more  flexible. 

Environmental  Unknowns 

ISTEA  is  in  tune  with  the  increased  national  concern  with  environmental  quality. 
While  ISTEA  in  combination  with  the  Clean  Air  Act  makes  the  transportation  planning 
process  more  balanced,  the  jury  is  out  concerning  the  ability  of  the  planning  system  to 
adapt  to  these  new  rules  without  slowing  the  decision  making  process  to  the  point  that  it 
harms  economic  growth. 
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The  Need  for  a  National  System  is  Largely  Ignored 

The  consensus  of  most  transportation  economists  during  the  1970s  and  1980s  was 
that  the  large  national  systems  were  built  and  that  the  remaining  transportation  decision 
were  almost  exclusively  local  or  regional.  As  such,  there  was  limited  need  for  a  national 
program.  The  federal  highway  program,  in  particular,  has  grown  to  look  like  one  of 
revenue  sharing.  As  a  result,  while  greater  equity  exists  in  the  allocation  of  funds  among 
the  stares,  this  also  creates  a  tendency  for  these  funds  to  be  spread  across  a  large  number 
of  small  and  medium  sized  projects. 

Large-scale  projects  such  as  new  bridges  or  tunnels  and  new  beltways  are 
increasingly  difficult  to  fund.  While  the  wisdom  of  large  projects  can  and  should  be 
debated  on  their  merits,  at  the  present  they  are  often  effectively  ruled  out  before  hand. 
The  lack  of  federal  help  in  this  area  is  a  significant  change  from  past  policy.  One  option 
that  has  been  discussed,  is  some  form  of  a  national  transportation  bank  that  would  provide 
the  seed  capital  for  large  scale  projects,  thus  allowing  states  to  continue  more  typical 
transportation  programs. 

Innovations  Need  to  be  Encouraged 

ISTEA  contains  much  potential  in  terms  of  new  technologies  and  financing  tools. 
The  federal  government  needs  to  encourage  this  era  of  experimentation.  The  traditional 
financial  mechanisms  worked  so  well  for  so  m  any  decades  that  it  will  take  some  time 
and  some  education  to  implement  change.  We  need  new  financial  institutions  that  will 
provide  the  framework  for  future  growth.  A  key  word  is  institution,  since  a  wrong 
framework  will  hinder  adequate  funding. 


New  Financial  Tools 

Few  financial  tools  are  truly  new,  but  the  rationale  for  implementing  them  may  be 
new.    In  my  opinion,  the  goals  for  any  new  instrument  should  combine: 

•  independence  from  the  federal  budget  process; 

•  the  ability  to  leverage  large  sums  of  money  and 

•  help  encourage  local  communities  to  face  the  multi-year  organizational  and 
political  battles  needed  to  make  major  capacity  additions. 


67 


Revolving  loan  funds.  Revolving  loan  funds  have  been  a  tried  and  true  tool  of 
infrastructure  finance  for  more  than  thirty  years.  Every  state  in  the  nation  either  has  or 
will  have  one  or  more  such  funds  in  place  in  the  next  year  or  two. 

Such  a  fund  could  be  on  or  off  budget  with  the  tradeoff  being  greater  independence 
from  federal  budget  battles  versus  a  short-term  increase  in  the  federal  deficit.  A 
leveraged  fund  (issuing  its  own  bond-  acked  by  future  airport  repayments),  would 
minimize  the  level  of  initial  capital.  Simulation  runs  show  that  more  than  a  billion  dollars 
a  year  in  loans  could  be  supported  with  only  about  S250  million  a  year  in  federal  outlays 
for  the  start-up  capital.  Loans  would  be  at  current  market  rates  and  as  repayments  were 
made  to  the  fund,  the  need  for  additional  federal  capital  would  end. 

By  allowing  states  to  use  federal  funds  as  loans,  ISTEA  opens  the  door  toward  new 
mechanisms.  These  loans  must  be  used  for  toll  facilities.  Ideas  have  been  proposed  to 
make  this  more  flexible,  and  some  states  have  passed  legislation  that  would  allow  them 
to  take  advantage  of  any  changes. 

Thank  you  for  the  opportunity  to  testify  today.  I  would  be  happy  to  respond  to 
any  questions. 
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Thank  you,  Mr.  Chairman  and  Members  of  the  Subcommittee. 

My  name  is  Van  Doom  Ooms.  I  am  the  Senior  Vice  President  and 
Director  of  Research  of  the  Committee  for  Economic  Development 
(CED) .  The  Committee  for  Economic  Development  is  a  nonpartisan, 
nonprofit,  research  and  educational  organization  whose  250  trustees 
are  business  and  educational  leaders.  CED  prepares  national  policy 
statements  and  tries  to  inform  policymakers,  the  business  community 
and  the  public  on  a  wide  set  of  economic  policy  issues.  CED  was 
founded  51  years  ago  to  address  issues  of  economic  development 
after  World  War  II  and  has  continued  a  strong  and  active  interest 
in  this  subject,  so  it  is  a  pleasure  to  testify  today  before  the 
Subcommittee  on  Economic  Development. 

Let  me  note  first  that  CED  does  not  normally  lobby  specific 
legislative  proposals.  The  policy  positions  it  takes  as  an 
organization  are  contained  in  the  statements  approved  by  the  CED 
Research  and  Policy  Committee.  I  will  attempt  to  distinguish 
between  the  views  of  the  Committee  for  Economic  Development  and 
those  that  are  personal. 

Your  invitation  invited  comments  on  both  the  current  condition 
of  the  economy  and  the  prospects  for  longer  term  economic  growth. 
I  will  discuss  these  in  turn. 

Current  Economic  Conditions 

The  U.S.  economy  is  now  two  and  a  half  years  into  the  slowest 
and  most  difficult  business  cycle  recovery  in  postwar  history. 
Although  the  1990-91  recession  was  of  about  average  depth  by 


70 


postwar  standards,  the  extraordinarily  sluggish  recovery  has  left 
the  U.S.  economy  operating  about  3-4  percent  below  its  productive 
capacity,  even  though  that  capacity  now  grows  at  only  about  2 
percent  annually.  (See  Figure  1.)  A  number  of  factors  have  been 
responsible  for  this  very  slow  recovery:  large  debt  burdens 
accumulated  by  corporations,  households  and  governments  during  the 
1980s;  overbuilding  of  commercial  real  estate;  sharp  fiscal 
retrenchment  by  state  and  local  governments,  reacting  in  part  to 
burgeoning  health  costs. 

Two  additional  factors,  however,  appear  to  have  played 
especially  important  roles: 

(1)  During  late  1991  and  1992,  productivity  increases 
accounted  for  virtually  all  the  small  increase  in  total  output, 
while  employment  remained  flat.  This  precluded  the  rise  in  incomes 
necessary  to  give  self-sustaining  momentum  to  the  recovery.  This 
produced  speculation  both  about  a  "jobless  recovery"  and  about  a 
restoration  of  the  strong  productivity  growth  we  have  been  missing 
for  twenty  years.  For  better  or  worse — since  a  painful  short-term 
trade-off  between  jobs  and  productivity  is  involved — both  specula- 
tions seem  premature.  During  1993  we  have  seen  less  impressive 
productivity  performance — about  \  percent  annually  in  non-farm 
business — and  more  strength  in  the  labor  market,  with  non-farm 
payroll  gains  averaging  over  150,000  per  month  during  1993. 

(2)  The  end  of  the  Cold  War,  and  the  difficult  U.S.  fiscal 
position,  have  produced  a  sharp  reduction  in  Federal  purchases, 
especially  in  defense.  It  is  not  widely  understood,  except  perhaps 


71 


in  California  and  New  England,  that  the  weakness  of  total  demand 
during  this  recovery  has  been  related  much  more  to  a  decline  in 
public  than  in  private  purchases.  While  real  GDP  has  grown  at  only 
about  half  the  average  rate,  domestic  private  final  sales — 
consumption,  business  investment  and  residential  construction — have 
grown  at  almost  80  percent  of  the  average  during  previous  recover- 
ies. Meanwhile,  Federal  purchases  have  contracted  at  a  rate  of 
about  4  percent  annually,  whereas  they  supported  earlier  recover- 
ies, growing  at  an  average  rate  of  about  4-1/2  percent.  A  large 
part  of  this  weakness,  of  course,  was  concentrated  in  defense 
purchases,  which  have  dropped  at  nearly  7-1/2  percent  annually 
during  the  recovery. 

This,  of  course,  is  not  an  argument  for  maintaining  unneeded 
defense  spending  to  sustain  aggregate  demand  and  employment. 
Rather,  it  is  evidence  of  a  major  opportunity  and  an  accompanying 
problem.  As  labor  and  capital  used  in  the  defense  establishment 
become  available  for  other  uses,  we  have  an  opportunity  to  make 
private  and  public  investments  sorely  needed  to  enhance  long-term 
growth.  But  swords  don't  get  beaten  into  plowshares  without  some 
painful  relocation,  readjustment  and  retraining.  The  challenge  to 
policy  is  to  facilitate  adjustment  in  order  to  keep  the  burdens  of 
resource  reallocation  to  a  minimum. 

Recent  economic  data  suggest  an  acceleration  of  the  anemic 
recovery.  Yesterday's  strong  increase  in  industrial  production  of 
0.8  percent  for  October  was  the  latest  in  a  series  of  reports 
suggesting  more  strength  in  the  economy.   Housing,  retail  sales, 
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and  (as  noted  above)  the  labor  market  itself  have  shown  more 
strength  in  the  last  several  months,  inflation  is  under  control, 
and  interest  rates  remain  low.  It  appears  to  me  that  employment, 
income  and  output  gains  are  now  moving  forward  strongly  enough  to 
make  the  recovery  self-sustaining. 

Nevertheless,  there  remain  opposing  currents  that  will  keep 
the  expansion  moderate.  One  is  the  continuation  of  the  defense 
reductions  noted  above;  projections  suggest  additional  job  losses 
on  the  order  of  1.5  million  during  the  next  four  years.  Another  is 
the  additional  fiscal  restraint  produced  by  the  budget  package, 
which  may  reduce  fiscal  stimulus  by  roughly  0.5  of  GDP  next  year. 
Both  these  changes  are  appropriate  and  necessary  to  raise  growth 
and  incomes  over  the  longer  term,  but  both,  alas,  have  short-run 
costs.  Similarly,  the  fiscal  positions  of  many  state  and  local 
governments  remain  difficult  and  unlikely  to  boost  the  expansion. 
Finally,  Europe  and  Japan  are  experiencing  the  weakest  economic 
conditions  of  two  decades,  so  that  exports  will  grow  less  rapidly 
than  the  improved  competitive  position  of  U.S.  producers  might 
warrant . 

I  do  not  have  my  own  detailed  economic  forecast,  nor  does  CED, 
but  on  the  basis  of  the  above  I  have  no  reason  to  quarrel  with  the 
consensus  forecast  of  growth  in  the  3-3%  percent  range  in  the 
fourth  quarter  and  during  1994.  But  I  would  point  out  that 
economic  forecasters  are  usually  "fighting  the  last  war"  and  tend 
to  adapt  very  slowly  to  changes  in  the  economy,  either  positive  or 
negative.  The  recent  swing  towards  more  encouraging  economic  news, 
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therefore,  raises  hope  for  growth  somewhat  stronger  than  that 
expected  by  the  consensus. 

The  Longer  Term  Outlook  for  Growth  and  Jobs 

The  title  of  this  hearing,  "Rebuilding  America:  Investing  in 
Growth  and  Jobs,"  puts  the  issue  exactly  right.  Whatever  the 
economic  discomforts  of  recession  and  slow  recovery,  over  any 
period  of  years  the  creation  of  well-paying  jobs  that  can  support 
rising  living  standards  depends  primarily,  not  on  aggregate  demand, 
but  on  the  growth  of  our  capacity  to  produce.  And  the  primary 
means  we  have  to  increase  capacity  is  investment,  broadly  defined, 
in  private  plant  and  equipment,  in  public  capital,  in  technology 
and  in  human  resources. 

Concern  about  the  outlook  for  long-term  growth,  and  its 
implications  for  American  living  standards  in  the  21st  century,  led 
CED  to  issue  a  policy  statement  in  December,  1992  entitled 
Restoring  Prosperity:  Budget  Choices  for  Economic  Growth.  This 
report  focussed  on  the  importance  of  increasing  national  saving, 
primarily  through  reduction  in  the  budget  deficit,  to  finance 
private  investment.  But  it  also  noted  "by  investment,  however,  we 
mean  not  only  additions  to  our  business  plant  and  equipment. . .We 
also  mean  increases  in  our  science  and  technology  base,  in  our 
public  infrastructure  which  enhances  business  activity,  and, 
perhaps  most  important,  in  our  human  capital — the  education, 
skills,  and  health  of  present  and  future  workers,  and  the  manageri- 
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al  capacity  to  employ  them  effectively."1 

The  thrust  of  the  CED  statement  was  that  the  U.S.  is 
overconsuming  and  under investing.  Of  course,  in  the  immediate 
future,  with  3-4  percent  of  our  economic  capacity  unemployed,  we 
can  increase  both  consumption  and  investment  simultaneously,  at  the 
margin.  But  in  the  longer  term  we  have  to  choose.  How  have  we 
recently  chosen? 

First,  over  several  decades  we  have  chosen  to  shift  our 
economic  resources  sharply  away  from  investment  activities  and 
towards  consumption.  Personal  consumption  expenditures  have 
recently  been  at  a  post-World  War  II  high  above  75  percent  of  net 
domestic  product  (NDP) ,  up  from  an  average  which  fluctuated  around 
70  percent  prior  to  the  early  1970s.  In  effect,  our  society  has 
decided  to  consume  about  5  percent  more  of  its  net  output  each  year 
than  it  did  several  decades  ago — about  $300  billion  of  resources  in 
today's  prices.  This  national  shift  toward  consumption  took  its 
toll  on  net  private  domestic  investment,  which  fell  by  roughly  3-4 
percent  of  NDP  relative  to  the  earlier  postwar  period.  Investment 
would  have  fallen  even  more  had  the  United  States  not  borrowed 
capital  from  abroad  for  those  investments  for  which  we  had 
insufficient  saving — borrowing  which  entailed  substantial  costs. 
The  United  States  has  in  effect  been  "eating  its  seed  corn" — that 
is,  reducing  tomorrow's  harvest  for  today's  consumption. 

Net  investment  in  the  United  States  is  also  low  by  interna- 


1   CED,  Restoring  Prosperity:  Budget  Choices  for  Economic 
Growth,  New  York,  December,  1992,  Executive  Summary,  p.  6 
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tional  standards.  The  investment  rate  has  been  sliding  down  over 
several  decades  and  has  hovered  around  3  to  5  percent  of  NDP  in  the 
last  several  years,  even  adjusting  for  the  effects  of  recession. 
There  has  been  a  similar  trend  for  net  national  saving,  but  U.S. 
saving  has  been  even  lower  than  investment;  the  rate  has  recently 
been  about  2  percent  of  NDP.  Both  measures  are  far  below  compara- 
ble rates  for  our  largest  industrial  competitors,  Japan  and 
Germany . 

CED  concluded  that  to  raise  productivity  and  output  growth  by 
\  to  1  percentage  point — enough  to  make  a  significant  difference 
over  time,  although  not  to  restore  earlier  postwar  rates — would 
require  an  increase  in  the  net  national  saving  and  investment  rates 
of  about  5  percent  of  national  income.  Since  this  would  have  to  be 
accomplished  principally  through  deficit  reduction,  it  implies  very 
large  budgetary  changes ..  The  Omnibus  Budget  Reconciliation  Act  of 
1993  took  us  perhaps  one-third  of  the  way  to  such  a  target.  The 
President  is  to  be  commended  for  facing  up  to  the  problem,  and  the 
Congress  for  passing  the  legislation,  but  more  remains  to  be  done. 

The  preceding  discussion  of  national  saving  focuses  on  private 
saving  and  investment  and  oversimplifies  in  one  important  respect; 
government  expenditures  on  investment-type  activities  should  be 
included  in  investment,  not  consumption,  even  though  the  U.S. 
national  accounts  do  not  make  this  distinction.  If  our  recent 
larger  deficits  were  due  to  rising  (and  productive)  public 
investments,  the  outlook  for  growth  would  be  much  brighter. 

Unfortunately,  this  was  not  the  case.   As  shown  in  Figure  2, 
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federal  spending  on  investments  with  long-term  benefits  declined  in 
the  1980s  and,  over  a  longer  period,  has  fallen  sharply  relative  to 
spending  on  short-term  benefits.  Figure  3  provides  further  detail 
on  public  investments  in  three  major  categories.  Gross  expen- 
ditures on  non-defense  physical  capital  have  remained  roughly 
constant  after  declining  from  the  high  levels  of  the  1960s.  Howev- 
er, if  adjustments  are  made  for  depreciation,  net  physical  capital 
outlays  appear  to  have  declined  substantially  in  the  1980s,  both  in 
real  terms  and  relative  to  GDP.  Non-defense  research  and  devel- 
opment has  declined  in  the  1970s  and  1980s,  and  education,  train- 
ing, and  social  services,  which  expanded  significantly  during  the 
late  1960s  and  1970s,  also  fell  during  the  1980s.  Thus,  not  only 
did  aggregate  fiscal  policy  encourage  consumption  at  the  expense  of 
private  investment,  but  the  composition  of  Federal  expenditures 
raised  both  private  and  public  consumption  at  the  expense  of  public 
investment. 

There  is  not  time  here  to  go  into  detail  regarding  the 
numerous  qualifications  that  apply  to  these  trends,  which  I  have 
discussed  elsewhere.2  The  magnitude  of  the  effects  on  productivi- 
ty of  the  decline  in  public  investment  in  physical  capital  is 
controversial,  and  various  questions  have  been  raised  about  the 
particulars  of  public  spending  on  R&D  and  education,  training  and 
social  services.  But,  in  spite  of  such  reservations,  there  is  good 
reason  to  believe  that  additional  public  investments  in  these  areas 


2    V.  Ooms,  "Budget  Priorities  of  the  Nation,"  Science. 
December  11,  1992 
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can  be  beneficial  if  made  selectively,  in  accordance  with  reason- 
able economic  criteria.  The  likelihood  of  relatively  slow  growth 
over  the  next  several  years,  with  continued  excess  capacity,  thus 
presents  an  opportunity  for  carefully  designed  public  investments 
that  would  not  exist  if  the  economy  were  at  capacity  or  booming. 

This  brings  me  to  a  final  point,  regarding  the  efficiency  of 
public  investment  spending,  that  CED  emphasized  in  its  report. 
First,  the  matter  of  which  projects  or  programs  we  select.  In 
principle,  from  a  growth  perspective,  all  public  spending  is  not 
created  egual — public  investments  can  be  important,  indeed 
critical,  to  growth  in  a  way  that  short-term  benefits  are  not.  In 
practice,  however,  there  is  a  natural  tendency  to  label  any  and  all 
spending  as  "investment." 

As  Members  of  this  Committee  must  know  much  better  than  I,  the 
burden  of  demonstrating  that  a  project  is  "product,  not  pork"  is 
rising  sharply  as  budgetary  stringency  becomes  more  acute  under  the 
increasing  discipline  of  the  discretionary  spending  caps  enacted  in 
the  1990  budget  agreement  and  recently  extended.  In  addition, 
public  attitudes  have  become  more  and  more  skeptical  about  the 
efficacy  of  any  and  all  government  activity,  and  fine  distinctions 
are  less  often  made.  In  this  environment,  it  becomes  imperative 
for  political  and  well  as  long-standing  economic  reasons  to  choose 
public  investments  with  high  social  payoffs,  selected  through 
uniform  and  accepted  evaluations,  that  can  be  successfully  defended 
before  the  public  at  large.  Otherwise  the  viability  of  any  public 
investment  program  will  be  problematic. 
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A  closely  related  problem  has  to  do  with  the  efficient  use  of 
public  capital,  once  projects  are  selected  and  constructed.  The 
days  are  fast  disappearing  when  public  capital  can  be  treated  as  a 
"free  good" — congestion  of  urban  roads,  airports  and  other 
facilities  has  become  too  great  a  problem.  We  have  discovered 
that,  without  prices  or  other  mechanisms  to  promote  efficient  use, 
additional  free  or  low-cost  use  over  time  will  overwhelm  measures 
which  relieve  congestion  temporarily.  As  it  becomes  increasingly 
difficult  economically  and  politically  to  simply  add  lanes  to 
rights-of-way,  or  runways  and  gate  slots  to  airports,  we  will  be 
challenged  to  find  new  and  innovative  means  for  making  the  best  use 
of  our  scarce  public  capital. 
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Federal  Non-Defense  Spending 

by  Broad  Purpose,  fiscal  years  1962-1991 
(percentage  of  potential  GDP) 
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Fig.  3 

Federal  Non-defense  Investment-Type  Spending, 

Fiscal  years  1962-1991 

(percentage  of  potential  GDP) 
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